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FEDERAL INCOME TAX TREATMENT OF CAPITAL GAINS 
AND LOSSES 


SUMMARY 


Throughout the history of the income tax the provisions pertaining 
to capital gains and losses have been controversial and often mis- 
understood. The frequency with which these provisions have been 
changed suggests that a settled policy concerning the treatment of 
capital gains and losses as components of taxable income has not been 
established. 

Capital gains and losses result primarily from the sale or exchange 
of property which the tax laws define as capital assets. According to 
present law, capital assets are all property except certain exempt 
classes, namely, (1) stock in trade, (2) depreciable assets, (3) real 
estate used for business purposes, (4) a copyright, literary, musical 
or artistic composition, and (5) certain types of Government securities. 
The principal types of property constituting capital assets, therefore, 
are securities representing ownership or creditor interests in corpora- 
tions, real estate (not used for business), partnership interests in 
business enterprises, patents, and contracts of various types. 

Prope rty held by individuals for consumption rather than invest- 
ment, such as owner-occupied residences, automobiles, and durable 
household equipment, falls within the legal definition of capital assets. 
However, the main form of capital assets held by individuals ts cor- 
poration securities. Gains from stock and bond sales probably account 
for three-fourths or more of all taxable capital gains.' 


I. PROVISIONS OF EXISTING LAW 


Gain from sale or exchange of capital assets is taxed in one of two 
Ways depending on the length of time the asset has been held If 
held less than 6 months the gain is considered short-term and is taxed 
like other income. If held more than 6 months the gain is considered 
long-term and is taxed ina preferential manner, i. e. at lower effective 
rates than ordinary income. 

At present, only one-half of long-term capital gains need be taken 
into account for tax purposes in the case of individuals.2?. This per- 
centage exclusion of long-term capital gains from the income tax base 
means that tax rates on long-term capital gains are, in fact, one-half 
he rates on ordinary income. In addition, the law provides an 
alternative flat rate applicable to long-term capital gains at the tax- 
paver’s option; this further reduces the tax for individuals with large 


Che exact proportion is un VI nee capital gains are not reported by types of property on tax 


Corporations are required to take 100 percent of long-term capital gains into unt but the rate of tax 
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incomes. A single person having taxable income of more than $18,000 
and a married couple having taxable income of more than $36,000 
will save tax by using the alternative rate computation. This alterna- 
tive rate is 50 percent of the amount of long-term gain taken into 
account or 25 percent (50 percent X50 percent) of the entire amount. 

Preferential tax treatment of capital gains has been in force since 
1922. Since 1924 it has been accompanied by limitations on the 


deductibility of capital losses from ordinary income. At present 
individuals may deduct no more than $1,000 of capital net loss from 
other income in any single vear. Unused losses, however, may be 


carried forward for 5 vears; in effect, therefore, $6,000 of capital loss 
from asingle transaction may be offset against ordinary income. There 
are at present no limitations on the extent to which capital losses 
may be offset against capital gains within any taxable vear. 


Il. HISTORICAL BACKGROUND 


The ere history of the capital gain and loss provisions is a 
record of frequent shifting and experimentation in an effort to reach 
an acce “7 able compromise solution to the conflicting tax equity, rev- 
enue, and incentive considerations involved. From enactment of the 
aedei income tax in 1913 through 1921, capital gains were taxed 
like ordinary income. From 1913 to 1916 no provision was made for 
deducting capital +r-gnier Krom 1916 to 1918 capite al losses might be 
offset against capital gains and from 1918 through 1923 capital losses 
might be offset withon' limit against taxable income of any kind. 

In the Revenue Act of 1921 Congress first decided to allow pref- 
erential treatment to long-term capital gains, largely in an effort to 
stimulate sales of appreciated property. Special low capital gains 
rates have remained in the tax laws down to the present time although 
the method of extending this preferential treatment has changed 
several times. 

Krom 1922 through 1933 the taxpaver had the option of segregating 
long-term capital gains from ordinary income and applving a flat rate 
of 12 meee to the secregated Cains In 1924 deductibility of losses 
was limited to the same 12}-percent rate eae was applied to gains 


Capital lone limitation, originally conceived in 1924 as a me ‘thod of 
balancing the special low rate applic «l to gains, was tightened following 
the 1929 decline in security prices. These further limitations were 


believed desirable to protect tax revenue in the face of the falling 
stock market and to limit tax avoidance. In 1932 it was provided 
that short-term losses from transactions in stocks and bonds might 
be offset only against gains from similar transactions. 

The year 1934 saw a general recasting of the capital gain and loss 
provisions and the adoption of a new approach to the problem. In 
place of 1 he alternative flat rate Congress substituted provisions for 
taking progressively sm - percentages of capital gains into account 
the longer capital assets had been held, declining to 30 percent on 
assets held more than 10 years 

This substitution of graduated percentage exclusion for the alter- 
native flat rate of tax was justified largely on the ground that it 
provided a method of extending preferential treatment to all taxpayers 
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having long-term capital gains rather than merely to those having 
sufficiently high ordinary income to benefit from the alternative rate 
Moreover, the step-down system was believed at the time to be a 
more precise method of adjusting the tax to the period capital gains 
had accrued prior to realization by sale or exchange 

The year 1934 also saw a change in tax policy respecting capital 
losses. Allowance of net losses up to the tax rate applied to gains 
parallel treatment) was abandoned in favor of a uniform loss limita- 
tion for all taxpavers. Capital net losses might be deducted only up 
to $2,000 of ordinary income per vear. 

In 1938, the capital gain and loss provisions began to assume then 


present form. Provisions for percentage exclusion of long-term gains 
were simplified and the alternative rate reintroduced. The 1938 act, 
however, distinguished two classes of long-term gains and provided 
two different percentages of exclusion.2. This was reduced to a single 


class of long-term gain (50 percent included) in 1942; this latter 
system has remained in force until the present time 

On the loss side, the 1958 act reintroduced parallel treatment of 
long-term losses but provided that long-term and short-term capital 
loss¢ s be kept separate; each micht he offset only acaimst its own type 
of gain. The final change tn the loss provisions was made in 1942 
when taxpayers were again allowed to merge long- and short-term 
losses but were restricted in the loss offset against ordinary income to 
$1,000 per vear. At that time, the 5-year carry-forward privilege was 
added to relieve hardship. 

Throughout the legislative history preferential treatment has been 
denied short-term capital gains, largely because of the belief that 
many such gains are of speculative origin. Although recognizing that 
an arbitrary holding period dividing short- from long-term gains for 
tax purposes will vield only a crude separation of speculative from 
nonspeculative profits, this arbitrary separation has been considered 
the only practical method of drawing a distinction believed essential 
for limiting the application of the capital gains tax. However, the 
holding period necessary to qualify capital gains as long-term has 
been steadily shortened from 2 vears (1922) down to 6 months (1942 


Ii. REVENUI ASPECTS 


The estimated revenue from capital gains taxation has varied 
widely both in absolute amounts and in relation to total income taxes 
text, table 2). The net vield of the capital gains tax on individuals 
over the period 1926-51 is estimated at about $7.2 billion. Capital 
gains have declined in relative importance as a source of tax revenue 
as the personal income tax base has been broadened and the rates 
increased. 

For the vear 1951, the yield from capital gains taxation of indi- 
viduals has been estimated at approximately $0.9 billion or 3.7 per- 
cent of the total vield from individual income taxation. The relative 
importance of capital eains revenue rose to a postwar peak In 1946 
when it amounted to 5.5 percent of total individual income taxes. 


Gains from ascets held n than 18 but } than 24 months were 6¢ percent taken into a int 
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Capital gain as a source of income has always been highly concen- 
trated among middle and upper income recipients. The available 
statistics dealing with the distribution of capital gains and losses by 
income size classes show that capital gains are an increasing fraction 
of total income as the size of total income increases. Capital losses 
are more widely distributed among lower incomes than capital gains. 

In recent years, only about 4 to 5 percent of individual income tax- 
pavers on the average have been affected by the capital gain and loss 
provisions. The number of taxpayers with sufficient ordinary 
income to benefit from the alternative tax is only a small percentage 
of the total number of taxpayers having capital gains, although these 
alternative tax returns account for a fairly large portion of the total 
gains reported and an even larger portion of the total tax. 

In recent years, short-term capital gains have been extremely small, 
largely because of the short holding period. For example, in 1945, 
short-term gains reported on individual income tax returns were less 
than 7 percent of the long-term gains reported. In 1946, they were 
less than 4 percent. Most taxpayers apparently find it possible to 
hold capital assets at least 6 months before realizing their gains and 
thereby obtain the lower rates of tax applicable to long-term gains. 


IV. RATE AND HOLDING PERIOD PROBLEMS 


The taxation of capital gains confronts the difficulty that, under the 
established concept of taxable income, such gains are taxable only 
when realized by sale or exchange. Both because price changes are 
uneven and because investors have the option to sell or to hold capital 
assets, realization of capital gains tends to occur irregularly. 

Two consequences of the irregular character of realization have 
played an important part in the development of preferential tax treat- 

ent for long-term capital gains: (1) When the entire capital gain 
accrued over a period of years is taxed in the year of realization, the 
progressive rates of the individual income tax may result in a larger 
tax than would be assessed if the gain were prorated to the years of 
accrual or some arbitrary period, and (2) high rates of tax on capital 
gain tend to discourage some taxpayers from selling their appreciated 
investments. The first consideration is primarily one of tax equity, 
while the second concerns the maintenance of fluidity in the capital 
market. 

This type of problem is not limited to the taxation of capital gains. 
There are other types of income that are variable and irregular. It 
has been proposed that irregular types of income be taxed on the basis 
of the average income of several years rather than on income of each 
year separately. This is a possible alternative to the existing type 
of special capital gains tax treatment. 

Partially offsetting the consequences of irregular realization 1s 
the ability of taxpayers to postpone the tax on appreciated assets 
The holder of an appreciating security benefits from the use of the 
funds he would have paid in tax had he sold. 

Because the experience of different taxpavers with capital gains 
and losses varies widelv, no simple general formula of percentage 
inclusion or alternative rate can be applied uniformly to all taxpayers 
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to make appropriate tax adjustment. Generally speaking, taxpayers 
with small ordinary incomes will have their tax habilities increased 
more in relative terms by the addition of a given capital gain than 
will those whose incomes are higher. This is because brackets are 
narrower and the rate of progression steeper at the bottom than at the 
top of the income-tax rate schedule. A flat percentage exclusion and 
the alternative rate are rough methods for achieving equitable treat- 
ment of a type of income that is difficult to tax since taxpayers can 
voluntarily withhold it from the tax base by not selling their appre- 
ciated assets. 

A graduated percentage-exclusion method was employed for a short 
period during the vears 1934-37. The system in force at that time 
provided for five age classes of capital gains and for large increases 
In percentages of exclusion between classes in relation to the holding 
period. This complicated the statute without necessarily producing 
more equitable results. The 1934-37 plan operated to postpone selling 
appreciated investments because of the tax advantage of the longer 
holding period 

The present 6-month holding period results in discrimination against 
ordinary income which is assessed on an annual basis. From an 
equity standpoint a holding period of 1 year would appear to be mor 
logical. 

The belief that the tax rates applicable to ordinary income might 
act as deterrents to sales and exchanges of capita | assets has been an 
important factor in capital-gains legislation. It has frequently been 


} 


argued that a low flat rate of tax on capital gains would, by stimulating 


sales, actually increase the revenue attributable to this source 
of income. It is doubtful, however, whether most taxpavers time 
their transactions in capital assets primarily with the view towar 
minimizing tax hability. 


The table On page 6 and chart on page 7 suggest that the we ar-to 
vear movements in the amount of capital gains reported on individua 
Income-tax returns is more closely associated with changes in security 
prices than with changes in the capital-gains tax. 

V. CAPITAL LOSS OFFSETS 

Equitable treatment of the majority ol taxpavers having capital 
losses cannot be attained without allowing some offset of capital net 
loss against ordinary income. How liberal such an income offs 


should be depends on the type of loss situation for which it is desired t¢ 
provide relief, on the aggregate amount of capital losses and their dis- 
tribution among taxpayers, and on the extent to which the tax strue- 
ture contains proper safeguards against tax avoidance through loss 
manipulation. 

[In general, the more limited is the loss offset allowed against income, 
the longer will be the carry-over period needed for equitable Lax 
results. For some taxpayers, a long carry-over period against capital 
gains may serve as a substitute for a more liberal offset of capital loss 
against ordinary income; for other taxpayers this will not hold true 
Some taxpayers have only isolated transactions in capital assets _ 
would obtain little or no relief from carry-overs a vainst past or futi 
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gains no matter how long the carry-over period. For these taxpayers, 
income offset is the only effective relief, 

Offsetting capital losses against ordinary income, however, raises 
the question of whether capital losses should be allowed to reduce 
tax liability without limit when gains are taxed at reduced rates. 
This has given rise to the suggestion of parallel tax treatment of 
capital gains and losses, which is usually interpreted to mean that a 
capital loss should be permitted to reduce tax by the same amount 
that a gain of corresponding size would have increased it. Parallel 
treatment would be most equitable in its impact upon taxpayers who 
make gains in some years and losses in others. When some taxpavers 
have only gains while others have only losses, greater inequities would 
result from this treatment. 
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The present limitation of the offset of capital losses against ordinary 
plea but not against capital gains, favors taxpayers with frequent 
transactions in capital assets over those having only occasional trans- 
actions. Available statistical evidence shows that higher income 
taxpavers not only have more frequent transactions in capital assets 
but also, on the average, more favorable ratios of gain to loss than 
lower-income taxpayers ' However, larger losses can be less effective ly 
offset against income than smaller losses under the present limitation 
of $1,000 per year. During recent vears, net losses have been small in 
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the aggregate and in most cases fairly well provided for by the 5-year 
carry-over provision. 

Limitations on the deductibility of capital losses from ordinary 
income have been deemed necessary to protect tax revenue. More- 
over, they ty a protection against tax avoidance where loopholes 
are not closed by specific measures. Loss limitations, also, perform 
the function of encouraging some taxpayers to sell appreciated property 
which they might otherwise hold in order to postpone ta 

A fairly long period for carry-over of losses appears to be essential 
in conjunction with the limitation of the annual offset against ordinary 
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income. Longer carry-overs spread out the revenue effects of de 
clining price years while higher income offsets concentrate these 
revenue effects. Carry-forwards are of greater benefit to taxpayers 
with rising incomes, while carry-backs would help taxpayers in de- 
clining income situations 


VI. GIFT AND DEATH TRANSFERS OF CAPITAL ASSETS 


The tax treatment of accrued capital gains transferred from one 
person to another by otit or atl death has been considered by some 
observers one of the principal defeets in existing Ca] ital cain and loss 
tax provisions. Accrued capital gains and losses included in an 
estate are not subject to income tax. The basis for determining gain 
or loss on probated property Is usually fair market value 


death 


at date of 
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Mailure of our present tax laws to apply income tax to the unrealized 

‘apital gains in an estate greatly deters older taxpayers from selling 
appreciated investments and permits escape from the capital gains 
tax of a large amount of taxpaying capacity. 

A partial “offset to the failure to tax as income the element of appre- 
ciation On capital assets in an estate may be present in the fact that 
a higher estate tax will be due from the estate containing appreciated 
property than would be due if these assets had been sold and tax paid 
prior to death. This recovery of the capital gains tax varies with the 
applicab le estate tax rates and would be complete only if the rate were 
LOO | 


be ha 
In case of capital assets transferred by gift, the prov isions governing 
basis for gain or loss are somewhat different. Under present law, the 
donee takes the donor's original cost or other basis for determining 
vain and the lower of donor’s cost or fair market value at time of 
transfer for determining lo 

Tr ansier of appreciated property by gift thus pe renite tax postpone- 
ment for more than one lifetime and frequently results in a lower tax 
when (ii is finally realized, bee ‘aAuse the income of the donee, and 
hence his rate of tax, will generally be less than that of the donor. 
This also means that the gain is not taxed to the person in whose hands 
it accrued. 

Several approaches to the problem of taxing capital gains accrued 
to oii t or death are possible. One method might be to amend the 
law to define transfer by gift or death as a realization. It seems 
probable that the courts would uphold this as a reasonable extension 
of the realization concept 

Treating gift or death transfers as realizations of any accrued capital 
gain or loss would appear to give more equitable tax results than the 
present system. Allowance of the eapital-gains tax as a deduction for 
estate- or gift-tax purposes would prevent an overlapping of these 
taxes. The coincidence in timing of the income and estate taxes 
might create further problems of estate liquidity. However, such a 
provision would remove an important type of tax avoidance and a 
deterrent to the sale of appreciated property during the taxpaver’s 
lifetime. — might modify substantially some objections to taxa- 
tion of capital gains. 

Another alternative would be to treat death transfers of capital assets 
like gifts and require heirs to assume the decedent’s basis for deter- 
mining gain or loss. This method would be a less effective check to 
tax postponement than outright definition of transfer as realization 
but would reduce tax avoidance compared to the present system. 

A third possibility might be imposition of special supplementary 
estate or gift taxes only on that part of transferred property which 
represented accrued capital gains. This alternative amounts to 
an indirect method of obtaining the effect of treating transfer as 
realization. 


VII. ALTERNATIVE APPROACHES TO TAXATION OF CAPITAL GAINS 
In place of the present system which taxes capital gains only when 


realized and then applies special low rates, several basically different 
approaches to the problem have been suggested. 
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One approach is the annual inventory or accrual method. Under 
this system, taxpayers would be required to report each year the eur- 
rent value of any capital assets owned; they would be taxed or ered- 
ited on changes in their inventory of capital assets regardless of 
whether gain or loss had been realized by sale or exchange. In prin- 


ciple, it would solve most of the problems that now arise because gains 


are taxed only when realized It might, however, raise a constitu- 
tional problem of lediefivition of taxable income. Moreover, it would 
creatly complicate tax ¢ mM plhance and administration beeause of the 
necessity for determining and checking a large number of individual 
valuations of capital assets in the absence of market transactions 
\nother method would be to prorate all gains or losses accrued over 


more than | vear to the vears of accrual for the purpose of determining 


the te of tax: tax would not be due, however. until the gain or loss 
was realized. Although given serious consideration when preferen- 
tinal treatment for eaptt i Cains was first enacted this method was 

nsidered too complex, particularly in eases where both enins and 
losses were involved 

A third approach to the problem is income averaging—either of all 
taxable income or of a limited category of Income items that are most 
variable, including capital gains and losses. Averaging provisions 
for capital gains would avoid taxation in one year of gains accrued over 


many years and w wuld make unnecessary the existing provisions for 
special rates. As in the case of annual accrual, averaging would 
complicate tax administration in order to increase the equity of tax 
results for a limited number of taxpayers. 

A general averaging system for income taxation would handle the 
capital gains problems as well as the problem of insuring equitable 
treatment between recipients of fixed and fluctuating incomes 


1. INTRODUCTION 


The capital gain and loss provisions of the Federal taxes on individ- 
ual and corporate income have been controversial since their enact- 
ment. Opinion conce ning these provisions has ranged from one 
extreme, that capital gains and losses should be completely excluded 
from the bases for income taxation, to the other, that these gains 
and losses shoul | be treated for ta purposes precisely like any other 
positive or negative eC le ‘ments of esate ary income. 

Prior discussion regarding taxation of capital gains has devoted 
considerable attention to the question whether these gains are capital 
or income. Opponents of the tax state that capits a“ rains are not 
income and therefore should not be subject to income tax. Pro- 
ponents of capital gains taxation believe these gains are sufficiently 
indicative of taxpaying ability, at least when realized, to be properly 
subject to income tax. 

Since 1922, Congress, while consistently upholding the general prin- 
ciple that capital gains are proper objects of income taxation, has 
followed an intermediate course in determining the rates of tax to be 
applied. Although v arying in detail, this has included the following 
main characteristics: ) Inclusion of capital gains and losses for tax 
purposes only when waliead by sale or exchange; (2) application of 
special low tax rates to capital gains accrued over more than a min- 
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imum period prior to realization; * and (3) limitations on deductibility 
of capital losses from ordinary income. 
\. THE CATEGORY “CAPITAL ASSETS”’ 

The area covered by the capital eain and loss provisions of the 
Internal Revenue Code is determined by the language used in the 
statute to define exclusions from and inclusions in the category “cap- 
ital assets.””° As defined in the Internal Revenue Code, the term 
“capital assets’? includes all property held by a taxpayer, whether or 
not cierto with his trade or business, except certain specified 
classes: (a) stock in trade or property of a kind includible in inventory, 
(b) welll fh held primarily for sale to customers in the ordinary 
course of trade or business, (¢) property used in trade or business and 
— to allowance for depreciation, (d) real property used in trade 

* business,° (e@) a copyright , literary, musical, or artistic composition 
(but not a patent), and (f) certain Government securities.’ 

The effect of these exclusions is to so limit capital assets that, so far 
as individuals are concerned, securities are the main component, 
accounting for sadiaane three-fourths or more of the total.’ In addi- 
tion to securities, other important types of capital assets are real 
estate not used for business purposes (including personal residences), 
partnership interests in business enterprises, patents, and contracts of 
various sorts. 

Because of the negative mannér in which it is defined, the term 
capital assets also includes durable consumption goods of all types 
such as personal automobiles, household appliances, and the like. 
These consumption goods raise a special problem in achieving equita- 
ble capital gain and loss tax ae Because our income-tax laws 
do not allow deduction of personal, family, or living expenses, depre- 
ciation on these durable consumption goods cannot be taken for tax 
purposes. Gains from sale or exchange of owner-occuple d re sidences. 
automobiles, or other personal prope rtv are tax: able as capital gain, the 
gain being the difference between the original cost and se lling price. 
Losses on consumer et however, are not deductible like other 
capital losses since the Vv are considered to be personal expenditures. 
The result is a one-sided treatment in which gains are;taxed but losses 
are disallowed. 

Gains realized — sale of assets that do not qualify as capital 
assets are treated as ordinary income and taxed accordingly rather 
than under the spee idk ux provisions applicable to capital gains 


B. PROVISIONS OF EXISTING LAW 


Present law distinguishes two classes of capital gains and losses: 
)short-term gains or losses resulting from sale or exchange of capital 


assets held not more than 6 months and (2) long-term gains and losses 








‘This preferential treatment |! been provided by means of an alternative maximum effective rate of 
tax applicable to capital gains al lso (since 1934) by means of an arbitrary percentage reduction in long 
erm capital gain taken into account for income tax purposes. 

The definition of capital assets appears in the Internal Revenue Code at see. 117 (a 
Although not eapital ets, depreciable property and real property usec in trade or business are treated 
under see. 117 like capital assets if held more than 6 months and if there is a net gain for the year 
Specific tior f tt United States Government or of a State or local government issued on 
or after M 1 unt basis and payable without interest at a fixed maturity date not more 
eay f iset 
tics allocating capital gains and losses to different classes of capital assets are available. 





aia en not been required on tax returns since 1936 
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from assets held more than 6 months. Short-term gains realized by 
individuals or corporations from sale or exchange of capital assets are 
taxed as ordinary income. Long-term gains realized by individuals 
are taken into account for tax purposes at 50 percent of their face 
amount. These reduced or statutory amounts are taxed as ordinary 
income with the additional limitation that the marginal rate of tax, 
that is, the rate applicable to an increment of capital gain when adde 
to ordinary income, need not exceed 50 percent of the gain taken into 
account.” Long-term capital gains realized by corporations are 100 
percent taken into account and the nominal maximum or alternative 
rate of tax is 25 percent rather than 50 percent 

In substance, the individual income-tax effective rates on long-term 
capital oains are one-half the corresponding rates on ordinary Income 
up to the point where the alternative rate on long-term gains applies 
Above this pot, which is currently $18,000 of taxable income for a 
single individual or a married person filing a separate return and 
$36,000 for a married couple filing a joint return, the effective rate of 
tax on long-term capital gains is a flat 25 percent regardless of the 
amount of ordinary taxable income. At higher income levels, there- 
fore, the capital-gains rate becomes progressivel\ less than Ore -halt 
the corresponding rate on ordinary income 

The following table illustrates, for a married couple filing a joint 
income-tax return, the rates of tax appheable to an additional dollar of 
ordinary income and to an additional dollar of long-term capital 
vain, respectively, Starting from taxable incomes of d 


differs nt sizes 
The rates are those provided for 1951 income by thi Reven ie Act of 
1950 


For a taxpaver having more than $200,000 of 
single and more than $400,000 1f married (and, therefore, falling u 
the maximum surtax rate bracket of 91 percent), the effective rate of 
tax on long-term capital gains is less than 28 percent of the rate on 
ordinary income 

Under the corporation income tax, effective rates on long-term 
capital gains are the same as on ordinary income for corporations 
having net income below $25,000. Above this point, the alternative 
rate on capital gains in effect exempts these gains from surtax. Capi- 
tal gains are also exempt from excess profits tax 

Deductibilitv of capital losses from ordinary income under the in- 
dividual income tax has been limited in various ways since 1924. At 
present, taxpayers are permitted to merge short-term and long-term 


taxable bncome 


Chus the maximum effective te of tax for individuals on long-term eapit t s AO percent 
nominal alternative flat rate) multiplied by 50 percent (the proport cain taken into acc 2 
percent 


91040—51 2 
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gains and losses, after percentage reduction of the latter. Hence 
a short-term loss will offset twice its amount of long-term gain and a 
long-term loss will offset only half its amount of short-term gain. 
There is no statutory limit on the amount of capital loss a taxpayer 
may set off against capital gain but the law does impose a limit on 
the amount of capital loss that may be deducted from ordinary in- 
come. ‘The excess of statutory net capital losses (over gains) may be 
offset against ordinary income in any taxable year up to a maximum of 
$1,000. Any remaining unused capital loss mav be carried forward 
into the five succeeding years as a short-term loss.'° Consequently, 
the maximum amount of net capital loss on one transaction that can 
be offset against ordinary income is $6,000. 

Different rules govern deductibility of capital losses under the corpo- 
ration income tax. Since there is no arbitrary reduction in the amount 
of long-term gains or losses taken into account, short-term and long- 
term gains and losses may be merged without producing fictitious 
balances. Corporation capital losses may not be set off against ordi- 
ordinary income but only against capital gains. Corporations, like 
individuals, are permitted to carry over capital losses that cannot be 
offset against capital gains of the same vear into the succeeding 5-vear 
pero i. 

The poliey of taxing capital gains only when realized by sale or 
exchange means that appreciation involved in transfers of property 
by gift or at death is not now taxed as income to the transferring 
party. Likewise,no income-tax deduction is allowed for the decline in 
value of any capital assets involved in such transfers. In death trans- 
fers of capital assets, accrued gains and losses of the decedent disap- 
pear completely from the income-tax base. In gift transfers the donee 
takes over the donor’s basis for determining gain and hence acquires 
potential inccme-tax liability for accrued capital gain (but not poten- 
tial tax credit for accrued loss).'* When a donee sells donated capital 
assets and realizes a gain, he becomes liable for tax on the entire gain 
including that portion accrued prior to his acquisition of the property 
by oft 


C. NATURE OF THE PROBLEM OF CAPITAL-GAINS TAXATION 


Basically, the problem of capital-gains taxation is difficult because 
of the realization criterion of taxability. Under this rule, the tax- 
paver himself determines when his gains and losses shall be brought 
to account. Thus taxpayers have the option to postpone tax lability 
simply by holding gains unrealized, i. e., by not selling or exchanging 
their appreciated property. Conversely, they can obtain immediate 
tax reduction (subject to the limitations already described) by the 
sale or exchange of capital assets on which losses have accrued. Tax 
considerations, therefore, reinforce the normal tendency of investors 
to take losses promptly while letting gains accumulate. 

W here more than one net capital loss larger than can be set off against ordinary income occurs within a 
5-year period, the oldest net loss must be recovered from income first 

The economic significance of the corporate ca ital loss carrv-over privilege might be considered less 
than that of the individual canital loss carry-over privilege in view of the absence of income offset in the 
case of corporations. Whether this judgment is, in fact, warranted obviously denends on the relative fre- 
quency of occurrence of capital gains and losses amonz corvorate and inlividual taxpayers, respectively, 


an?’ also on the average size of the gains and losses amonz the two groups of taxpayers, corporate and in- 
dividual 


12 A donee’s basis for determining loss is the lower of the donor’s cost or fair market value at time of transfer 
rather than in all cases the original basis for valuation of property in the hands of the donor. 
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The aggregate of capiial gains realized by sale or exchange in any 
given year will have accrued over a broad range of holding periods 
from a a davs to many vears. ‘There has been widespread acce] 
ance of the general principle that it is unfair to tax at progressive rates, 
in a single vear, capital gains which have accrued over a number of 


f 
) 


previous years. Concentration of such long accrued capital gains for 
tax purposes 1n th vear of realization tends to push some taxpave 
into higher rate brackets and to make effective tax rates on some : 
higher than would have been the case had the taxpaver been allo ( 
to apportion his gains back, either to the actual vears of accrual or to 
some arbitrary period, such as 5 years. Preferential tax treatment for 
long-term capital gaims has always been justified in part bv this eff 
However, the amount of tax preference given long-tern 
generally been substantially greater than the amount of 
djustment required by this equity consideration 

In eddition to the averaging obj etive in prefers tial tre iment 
long-term capital gains, a low rate of tax is often deemed necessary to 


ization of these gains. The desire to 


encourage prompter real 
income tax strengthens the natural tendency to hold on to investme! 
If existing 


unduly re 


provisions for capital eains taxation have the effect of 
irding realization. this mav be due as much to defects in 
the capital cains tax structure, for exam} le, to the fact that capita 
oAimns may be transferred free of income tax at death, as to the mere 
existence of the tax. 

The holder of an appreciated capital asset who would like to switel 
to some other investment must find an alternative that | 
sufficiently oe to bis press ht holding to offset the tax and othe 
costs (brokerage, ete.) of the exchange. ‘The tax cost is dependent ¢ 
of accumulated gain and with the size of the taxpaver’s ordinary 
income. Any significant tax on capital gains levied at the time of 
realization will a aee tend somewhat to discourage sales of 


the rates of ¢ ait al gains taxation; these in turn vary with the amount 


appreciated property. The higher the tax rate, the stronger this 
effect will be. However, the tax factor is only one among a number of 
considerations influencing investment decisions. It mav be much 


less important to a given investor than his forecast of future price and 
other economic trends. 

The question of the proper levels of preferential rates to apply to 
long-term gains is complicat “| by the conflicting considerations 
involved. In general and unless capital gains are very large relative 
to ordinary income, only moderately preferential rates are usually 
needed for the majority of long-term capital gains in order to make 
appropriately equitable adjustments for the greater lumpiness and 
more sporadic pature of these gains compared with ordimary income 
On the other hand, if minimum interference with markets for ¢ apital 
assets rather than tax equity is the standard, a relatively low set of 
tax rates for long-term capital gains may be indicated. If maximum 
revenue from capital gains taxation is the standard, an intermediate 
schedule of rates, which does not too greatly restrict transactions 
and at the same time does not encourage an excessive amount of 
conversion of ordinary income into preferentially taxed long-term 
capital gains, may be desirable. Moreover, intermediate rates may 
be held to effect a reasonable compromise between the conflicting 
equity and market considerations. 
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Finally, any generally acceptable solution of the capital-gains tax 
problem might require complex tax provisions. It is important for 
administration and compliance that these complications be kept to 
a minimum. In the past, Congress has sought as much simplicity as 
Was consistent with prevailing views concerning the objectives of 
capital-gains taxation. 


ll. Concepts or Capirat, INcComME, AND CapiraL GAIN 


Controversy in the field of capital-gains taxation has arisen in part 
from the diflerent meanings assigned to the terms “capital” 


and 
‘ineome.”’ 


A. THE NATURE OF CAPITAL 


ee sate has been defined in a general sense as a store of wealth that 
may be used to obtain future income.'* Economists sometimes identify 
capital with physical plant and equipment, the value of which depe ‘nds 
on the amount of its prospective income. This is expressed as the 
present worth of the expected yield from capital goods. 

The wealth or capital of an individual May consist, in whole or in 
part, of tangible capital goods, such as factories or machinery, or of 
intangible capital claims, such as corporate securities or evidences of 
indebtedness. The wealth of an individual at any point of time may 
be thought of most conveniently as his net worth or the sum of his 
assets less liabilities 

Capital assets’’ as employed for tax purposes is a technical legal 
term referring specifically to those types of property comprehended 
within the statutory definition and not to all forms of wealth owned by 
an individual. In many cases, capital assets may account for only a 
small part of an individual’s net worth or wealth. For example, 
although corporate securities are capital assets to most people, changes 
in the values of securities owned by a pone do not give rise to capital 
vains or losse S fer to ording ary ine ome r busine ‘SS losse Ss. 


B THE NATURE OF INCOME 


Income has been defined as the maximum amount a person might 
consume during a given period of time, such as a vear, and still be as 
well off at the end of the year as he was at the beginning." This defi- 
nition describes real, rather than money, income. Conventional ac- 
counting practices, on which income taxation is based, do not, in gen- 
eral, attempt to measure real income. Personal income defined either 
in the foregoing manner or in other conventional ways may be broken 
down into two parts, namely, consumption and the net change in value 
of assets and liabilities 

Although income is ordinarily thought of as a flow of goods and 
services or their monetary eee between two points of time, and 
capital or wealth as a stock existing at a particular point of time, the 
capital and income of an individual are in practice not always easy to 
distin guish. One source of capital to an individual is saving from his 


American Institute of Ac intants, A Stdtement of Accounting Principles, New York, 1938, p 
‘ rexample, J. R. Valu i Capital, Oxford, 1959, p. 172 
ple, Her ( ns } lefined personal income as “‘the algebraic sum of a person’s cor 
t! I | erty rights during a period Personal li ne Paxat 
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personal income. Other sources are inheritance, gift, and apprecia- 
tion in value of property already owned. 

The maximum consumption definition of “income” cited above meas- 
ures the net accretion to or deterioration in an individual’s economic 
position within a given period of time in “real” or economically signifi- 
cant terms.'® Real net income is a theoretical standard useful in 
analyzing problems that must be resolved to achieve tax equity 
However, real net income has no exact counterpart either in tax 
administration or in business accounting. It differs from taxable 
income as defined by statutory law and conventional accounting prac- 
tices In that real income is concerned primarily with relative valua- 
tions and present worth whereas taxable income is concerned mort 
with nominal or book valuations and historical costs. 

For business-accounting purposes income has been defined as 


| , . the increment n wealth arising from the ise of capital we 
ud i from services renade red 
2. Income, in the narrow sense, is the owner's share of this increment T 
e income which it is sought to define as “net income nthe income sta 


Another definition of “income” includes only consumption and ex 
cludes savings.’* This income concept leads away from a net income 
tax toward a spendings tax. 

The employment for tax purposes of economically significant defint- 
tions of capital and income is limited by the unpracticality of ascer- 
taining present real value in an objective and economical way and by 
the consequent necessity of substituting original cost less, in the e: 
of wasting assets, a formalized kind of depreciation 


se 


( NATURI AND SOURCES OF CAPITAL GAINS AND LOSSES 


Capital gains and capital losses are simply increases or decreases in 
the value of those portions of personal or corporate wealth which are 
comprehended within the class of ‘capital assets.’’ For tax purposes 
these gains and losses include only such changes in values of capital 
assets as are “realized” by sale or exchange Since capital values 
reflect the present worth of expected future receipts, a capital gain 
or loss may indicate changed expectations concerning future real 
Income. 

Changed income expectations may mean (a) that a different amount 
or duration of future yield is expected," (b) that the probability of its 
receipt is higher or lower, or (c) that the relative values of a given 
amount of future and present income are appraised differently. This 
latter type of change In expectation means a change in the rate of 
discount or capitalization factor used to reduce future receipts to 
present value.” 

Capital gains and losses may arise from a diversity of sources. An 
especially important source of capital gain is corporate saving—rein- 
vestment of corporate earnings in business expansion. The ‘plowing 
back” of corporate profits gives rise not only to growth in the value 
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of corporation capital accounts but also to appreciation in the value 
of corporate securities.” A significant relationship exists between 
undistributed corporate earnings and capital gains, although the form 
of this relationship is undoubtedly complex. 

A second source of capital gain is population growth. This factor 
may be reflected in urban real estate, for example. Changes in urban 
land values and rents are often traceable to expansion or redistribution 
of population 

third source of capital gain is new or unexpected developments. 
If a manufacturing concern successfully markets a new product, this 
will enhance the firm’s earning power and the value of its securities. 
Similar examples of capital gains result from other innovations and 
from various types of discoveries. Capital losses may also result from 
innovations which fail to win public acceptance. 

A fourth source of capital gain is simply increases in earning power 
not necessarily associated with discovery or innovation. Such in- 
creases May come about for many different reasons. For example, a 
business firm’s earning power may rise because management has 
become seasoned.” Earning power may also grow because a firm 
has gained competitive advantages over its rivals or has succeeded 
partially in monopolizing the market for its product. Capital gains 
also result from the fact that productivity has increased, due, for 
example, to more efficient labor or to a more even flow of raw materials. 

\ fifth source of capital gain or loss is change in the general levels 
of economic activity or prices. During a period of economic expan- 
sion, business firms are able to operate at or even bevond rated 
capacities, thus spreading overhead thinner and leading to larger 
profits per unit of investment. Increases in earning power resulting 
from a general improvement in business conditions will distribute 
capital gains broadly though unevenly. This is apparent from the 
experience of many firms during World War II and from the ele- 
mentary observation that during an economic upswing the prices of 
nearly all corporate securities will rise, though by varying relative 
amounts 

Capital gains may result either from specific or from general price 

hanges. Specific price changes may reflect, on the demand side, 

changes in buyer acceptance of the produce t, on the supply side, changes 
in cost resulting from discoveries and innovations or from incre: s in 
efficiency. General price increases, on the other hand, while by no 
means uniform, are nevertheless thought of as associated with mone- 
tary expansion and as affecting most business firms and individuals, 
though in Varving devcre AS 


¢ 


Another source of ecapiti al gain closely related to general price 
changes is reductions in interest rates. Insofar as claims to future 
income are capitalized at lower rates, capital values will advance. 
Such an advance in capital values, being general in nature, has 
characteristics somewhat similar to capital gains flowing from an 
increase in the ceneral price level.*4 

A sixth and final class of capital gains cannot be traced in quite the 
Same manner to underlying sources, These gains may be called 1 ‘an- 


Appr n in the market value fae oration’s securities need not correspond with the amount 
t finar capital formation; market i f securities presumably reflect expected income rather 
han book valu In pract the correlation betwe en market and book values of many corporate securi- 


the symp im of the Tax Institute, Ine. on Capital Gains Taxation, 1946, p. 70. 
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dom gains; some of them are essentially windfalls. Random gains 
may result from such factors as a general increase in confidence con- 
cerning the future. This would operate, for example, to increase 
market prices of securities and to distribute gains to individuals in 
proportion to their security holdings. Likewise, natural factors such 
as climatic conditions and rainfall variations, or political disturbances 
such as wars may be important sources of random gains. Unexpected 
changes in tax rates or other tax provisions may be capitalized into 
windfall gains. For example, a reduction in capit: sere ax rates 
would mean windfall gains to owners of securities and other capital 
assets. 

Most, if not all, of these factors are, of course, capable of operating 
in reverse of the manner described; they then produce not capital 
gvains but losses 

The variety of sources of capital gain and the fact that in practice 
most capital gains derive not from one but several sources indicate 
one reason Why capital gains tax policy is sometimes considered difficult 

» formulate. Some gains are real and others are illusory; some are 
cau others temporary. Some accrue gradually and tend to be 
recurrent like wages, interest, dividends, ete. Others accrue sporadi- 
cally and quite suddenly, in large amounts without likelihood of 
recurrence. For tax purposes it might be ‘considered desirable, for 
example, to deal with capital gains traceable to corporate saving and 
with pure windfalls in quite different fashion. But to devise tax 
provisions to make such separations accurately and equitably would 
doubtless be administratively difficult. 


D ARE CAPITAL GAINS CAPITAL OR INCOME FO! rAX PURPOSES! 


Economic analvsis of the nature of capital gains indicates that some 
at least of these gains are essentially indistinguishable from income 
during the year in which the gains accrue. However, they are cle arly 
capital during subsequent vears. Moreover, past years accruals ol 
capital gains may be a peculiar kind of capital in that their source 
was saving which was never subject to income taxation. 

This peculiarity arises because the income tax, as we know it, is not 
imposed on income defined according to a present re al value pe rfect 
accrual basis. Rather the income-tax base is income measured 
essentially on a nominal money value-realization basis. Tax account- 
ing is not primarily concerned with keeping asset values continually 
at or near present worth. Instead, the tentative valuation of origina! 
cost is allowed to stand unchanged until disposition, at which time a 
single net correction is made for all the past income effects of under- 
and over-asset valuation 

Because some capits al gains are not unlike income while accruing 
but are clearly capital when realized, the main question for tax policy 
is not simply whether capital gains, in general, are capital or income. 
Rather a more significant question would appear to be whether, under 
an annual net income tax, it is more or less equits able to include all, 
some, or none of capital appreciation and depreciation in the tax base 
One sia ct of this problem may be illustrated by the following example: 

Suppose two corporations begin business on the same date with 
identical amounts of invested capital. Suppose, furthermore, that 
they earn identical annual profits over a period of 10 years and both 
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increase their capital investment each year by an amount equal to 
net profit. The first corporation, however, pays out all its profits 
after tax in dividends to stockholders and obtains annually from 
external sources an equal amount of new equity capital for expansion. 
The second corporation distributes no dividends but reinvests all its 
profits after tax in business expansion and does not resort to the 
capital market. 

Under these assumpti ions both the dollar amounts of annual net 
income and each corporation’s rate of return on total investment will 
be identical each vear. Each firm will pay the same amount of cor- 
poration income tax annually. 

Under existing tax arrangements, stockholders in the first firm, 
Which financed expansion externally, receive their shares in’ the 
corporation’s earnings as dividend income each vear and are liable 
for personal income tax at full rates. Stockholders in the second 
corporation, Which financed expansion internally, receive no dividends 
and hence are not lable for any personal income taxes on their 


respective shares in the profits of their corporation. Instead, the 
value of their stock inereases. Any stockholder in the second cor- 
poration may realize his approximate share in the corporation’s profits 
by selling his securities This makes him eligible for capital-gains- 


tax treatment. 

In this example, while profits of the first corporation will enter the 
tax base annually as individual income, profits of the second corpora- 
tion will not, so long as stockholders of the second corporation hold 
their shares. Instead, their profits become liable for taxes only when 
and if stock is sold and capital gains realized. Furthermore, the tax 
liability in the second case, because of preferential capital gains treat- 
ment, is not similar to the tax liability in the first case where the 
annual distributions of corporate profits were treated as ordinary 
income 

This example also illustrates the fact that if capital gains were not 
subject to taxation, the tax system might be considered incomplete 
because stockholders of the nondistributing company would be able 
completely to avoid taxation on their shares in corporate profits. — In 

view of the fact that undistributed profits are a major source of capital 
gains, some students ofetaxation take the view that capital gains pro- 
visions in an income tax are essential, if for no other purpose than to 
limit this area of potential tax avoidance.”® 

Even though the capital gains aceruing to owners of securities in 
the second corporation are taxed as under present law (when realized), 
the tax system in effect makes a distinction in tax lability on the basis 
of the form in which individuals draw their profits. However, under 
an annual income tax with graduated rates, taxing realized gains as 
ordinary income also produces different amounts of tax for these two 
taxpayers. 

The above example outlines a problem of tax equity arising in con- 
nection with capital gains attributable to one area’ aca source, 
namely, corporate saving. Other sources of capital gains are pro- 
due ‘tive of different but equally difficult issues of tax equity. 


Provided, of course, that book and market values of the corporation’s stock are not too greatly at 
irianc 
An alternative lution to the problem might be to tax undistributed corporate earnings at rates ay 
proximat the r ' hich taxnaver would be liable if tt earnings were distributed Suct wn 
ipproximation would he 1 t llv impossible, however, in the case of separate personal and corporat 
neo! tans it! fferent luated rate strueture If the personal and corporate Income taxeé ere 
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Most individuals who believe that capital gains should be treated 
as ordinary income for tax purposes nevertheless recognize that capital 
gains possess certain distinctive features. One of these is that capital 
gains flowing from price or interest rate changes may not measure 
real changes in an individual’s income or economic position. This 
thought is often expressed in the statement that many capital gains 
are not real but illusory. 

There can be but little doubt that during a period of inflationary 
price increases many capital gains are illusory, either entirely or in 
part. The illusion arises because conventional accounting techniques 
do not measure real income. ' However, the illusion occurs to some 
degree in all types of income and is by no means peculiar to capital 
gains. 

Even though it be recognized that capital gains flowing from infla- 
tionary price increases may be illusory, in practice it is impossible 
accurately to separate illusory from real gain.” The only method of 
doing this, even approximately, would involve the use of “stabilized” 
or “index number” accounting in place of the conventional accounting 
practices now emploved. 

Although one might advocate that an income tax based on net 
income defined by stabilized accounting would be more nearly equi- 
table than an income tax based on income defined by conve ‘ntional 
accounting, to change the tax base in this way would involve many 
difficult conceptual, administrative, and enforcement problems.” — In 
practice, stabilized accounting would not necessarily produce more 
nearly equitable tax results because of the difficult administrative 
problems it would raise. Thus, the mere fact that capital gains are 
in part illusory neither differentiates these gains from other uncome 
except perhaps in degree, nor indicates what tax policy toward them 
should 

If the illusory portion of capital gains cannot be measured, thi 
usefulness of the distinction between real and illusory capital Cain is 
definitely limited. Capital appreciation resulting from an inflationary 
price trend will affect different individuals unequally Consequently 
excluding capital gains from taxation simply because they are in 
some measure illusory would give nonuniform treatment to different 
income-tax pavers. It may, of course, be maintained that they 
already are subject to nonuniform treatment. However, including 
capital gains of different degrees of ‘trealness’’ more or less fully in 
income for tax purposes might be held merely to add another dimen 
sion of nonuniformity to the treatment of taxpayers The question 
really is whether complicating administration of the revenue laws 
significantly might be expected to produce a balancing improvement 
In tax equity. 

Moreover, the fact that capital cans may be illusory takes account 
of only half the problem. Losses may be equally illusory. Although 
taxation of illusory capital gains may be considered a hi ardship, allow- 
ing offset of illusory capital losses against real capital gains or income 


implies a windfall tax concession or benefit. An income tax on illusory 
capital gains is less inequitable in broad effect provided loss offsets are 
nearly perfect However, this concept of equity to taxpavers as a 
Canital ¢ ns Taxatio? ry. cit.. DI \ 
} e of the fiseal poliev cor e! ns, see Walter Froehli he I Income Detern 
Ri tment and Investment, American Economie Review, vol. XX XVII, > pp. 78-91; also I 
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group does not allow for the fact that even actuarially perfect loss 
offsets will not produce equitable tax results when illusory gains and 
losses are realized in different amounts by different individuals. 


Ill. Historica BackGRouND 


The history of the capital gain and loss provisions under the modern 
income tax may conveniently be divided into four periods. During 
the first period, from the enactment of the 1913 law through 1921, 
capital gains of all types were subject to the same normal tax and sur- 
tax rates as other income. There was considerable variation in the tax 
treatment of capital losses, beginning with no allowance,” but grad- 
ually widening loss deductibility, first to the extent of capital gains *° 
and finally to full offset against income of any kind.’ 

During the second period, covering the income years 1922 through 
1933, capital gains from long-term transactions could (at the taxpayer's 
option) be segregated from ordinary income and a maximum rate of 

2!5 percent applied to them. This period also was characterized by 
an unstable policy in the treatment of losses. It started with full 
allowance against income of any kind® but was characterized princi- 
pally by the so-called parallel treatment. This treatment restricted 
capital-loss offsets against ordinary income to the same flat rate 
(12'5 percent) that was applied to gains.* 

A third period began with the Revenue Act of 1934 and continued 
until 1938. This period was featured by the step-scale plan for per- 
centage inclusion of capital gains and losses (according to the length 
of time capital assets had been held). Under this plan, gains taken 
into account, that is, stepped down according to time held, were in- 
cluded in net income and subjected to full normal tax and surtax rates; 
capital losses taken into account were deductible only to the extent of 
recognized gains plus $2,000. 

The fourth or present period, beginning with 1938, combines some 
features of the two preceding periods, namely, percentage inclusion 
of gains and losses and an alternative flat-rate tax. The treatment of 
losses during this latter period has also fluctuated between a policy of 
rather severe restriction and a policy of more liberal allowances. 

The Revenue Act of 1938 provided for complete segregation of short- 
term from long-term gains and losses. Short-term gains were fully 
taxable as ordinary income and short-term losses could be offset only 
to the extent of short-term gains (but with a l-vear carry-forward of 
unused losses). Long-term gains, taken into account at percentages 
varying according to time held, were also subject to a maximum flat- 
rate-tax limitation; long-term losses, taken into account at similar 
percentages, were also subject to the same flat-rate limitation (as to 
reduction of tax). 

The Revenue Act of 1942, which is the currently controlling act, 
retains both percentage inclusion of long-term gains and losses and 
the maximum tax-rate limitation for long-term gains. Short-term 
and long-term losses may be merged and are allowed to the extent 
of short- and long-term gain and other income up to $1,000. The 
excess of loss may be carried forward for 5 years as short-term loss. 





* Revenue A 
Revenue A 
Revenue Act ¢ 

2 Revenue A 
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This outline of ‘apital-gains-tax history is organized topically 
rather than chronologically.** The topical basis of organization has 
been adopted here in order to relate the historical background material 
to the analysis of current law contained in succeeding chapters. 

Despite continuing opposition on the part of some to the principle 
of a capital-gains tax and repeated presentation of proposals to abolish 
this levy completely for revenue or alleged incentive reasons, tax 
legislation since the adoption of the sixteenth amendment has con- 
sistently regarded these gains as taxable income. However, beginning 
with the Revenue Act of 1921 (effective in the income year 1922 
long-term capital gains have been regarded as a special kind of income 
and have been granted preferential tax treatment in several different 
Ways. 


A. REASONS FOR PREFERENTIAL TREATMENT 


Preferential treatment of capital gains has been justified on several 
erounds, namely, equity, incentive, and revenue yield 

With respect to equity, it has been pointed out that it is unfair to 
include with other income and to tax at progressive rates in the veat 
of realization capital gains which have accrued over a number of 
previous years. [t has become more or less generally accepted that 
an equits able principle of taxation for capital appreciation under an 
annual income tax would be one under which the tax on capital gains 
levied upon realization would approximate that which would have 
been paid if the gain or loss, treated as ordinary income or loss, had 
been realized as it accrued annually 

One of the earliest proposals for special treatment of capital gains 
which received the serious consideration of Congress provided for 
prorating realized capital gains, together with certain 
a income, over the years during which the capital asset had been held 

r the other income earned.® This method was re jected, however, as 
too complicated for administration.” 


other types 
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Consideration has also been given at various times to such pro- 
posals as (1) the inclusion in taxable income of annually accrued 
though unrealized gains and losses, and (2) proration or averaging of 
realized capital gains, either separately or with other income, over 
several vears not nec ‘essarily the number of years the capital assets 
have been held.* These methods were Hikseriee rejected largely 
because of administrative and compliance complexities, but also in 
part because of constitutional questions and fear of causing taxpayer 
hardship. 

Throughout the history of capttal-gains taxation, continuous con- 
cern about the effects of the tax on (a) sales and exchanges, (6) se- 
curity and other property prices, and (c) revenue yield has been ap- 
parent. It was the belief that a moderate tax rate would encourage 
the sale of much appreciated property which otherwise would not be 
sold that provided the main foundation of the case for the introduction 
of preferential treatment in 1921.°° 

Congress has tried time and again to find a method, both practicable 
and equitable, of taxing capital gains. Such a method has been con- 
ceived to be one which would interfere as little as possible with reali- 
zation of gains and at the same time would not stimulate loss realiza- 
tion too much. 

But finding satisfactory formulas for achieving the divergent equity 


and incentive objectives that are entwined in the philosophy of capital- 
gains taxation and at the same time protecting the revenue has been 


a difficult problem. Consequently, the history of the legal provisions 


has been a record of compromise and change without 


satisfactory 
olution 


B. ELIGIBILITY FOR PREFERENTIAL TREATMENT (HOLDING-PERIOD 
REQUIREMENTS) 

The following eligibility tests of capital gains for preferential tax 

treatment have, at various times since 1913, been used: (1) length of 

holding period, (2) size of taxable income, and (3) character of 

property 1 It is desirable to examine these different eligibility tests 

separately. 

Differentiation between short- and long-term capital gains and 
losses has come to be an integral part of the system of providing prefer- 
ential tax treatment to some capital gains. This short- versus long- 
term distinction has been drawn primarily with the intention of limit- 
ing the bet ‘nefits of preferential tax treatment to bona fide investment 








‘ rexample, subcommittee of the Committee on Ways and Means, report on proposed revision of 
the Revenue I s, 1038, p. 32 
y id Means ¢ tteec in commenting on the capital-gains provision in 1921 said: “The sale 

of farms, mineral properties, and other capital assets is now seriously retarded by the fact that gains and 
profits ned over 4 series of years are urder the present law taxed asa lump sum (and the amount of surtax 
greatly hanced thereby) in the year in which the profit is realized Many such sales, with their i 
profit taki nd consequent inerease of the tax revenue, have been blocked by this feature of th 

‘ Comiuitt n Ways and Means, report on the revenue bill of 1921, A. Rept. No. 350, 67 
Ist Sess., ] OW 

‘ tter not a direct requirement but is indirectly a prerequisite for favorable treatment under the 
ilternative flat rat ethod Che special alternative flat rate is of no benefit to the lower incomie levels 

4 example, under see, 117 ins from depreciable and real properties used in trade or business are 

ins treatment his is true in spite of the f 
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transactions. It has consistently been the stated policy of Congress 
to extend no special tax concessions to speculative gains.* 

Use of the holding period as a test of eligibility for special treatment 
has been based on the assumption that assets held over a long period 
of time are more likely to be of an investment character than those 
held for a short time. it has generally been recognized that a holding 
period, while only an arbitrary method of drawing the line between 
speculative and investment transactions, is nevertheless about the only 
feasible method of distinguishing between the two types of transactions 

Prior to 1942 there was fairly general agreement that a holding period 
of 1 year or more was necessary to qualify capital gains for special tax 


treatment. During the 12-vear period 1922 through 1933, special 


treatment was allowed only to assets held over 2 


years Under the 
1934 act (applicable to income vears 1934 through 1937) special 
treatment began at 1 year, but under the 1938 act (applicable to 
Income Vears 1938 through 1941) assets did not qualify IO! special 
treatment until they had been held 18 months. The 1942 act drasti- 
cally modified former practice when it drew the line between short- 
and long term gains at 6 months. 

To meet the complaint that the 2-vear holding period unduly inter- 
fered with transactions, the step-seale plan of percentage inclusion of 
capital eains and losses was adopted In 1934 Under this method, 
capital assets were divided into several classes according to the length 
of time held. The percentage of gain or loss taken into account for 
tax purposes declined as the length of the holding period increased. 
But the step-scale plan was also criticized on the ground that the 
sharp step-downs between the specified holding periods in the per- 
centage of gain or loss taken into account accentuated the effects of 
the tax on timing of capital transactions. 

The desirability of more gradual step-downs with a larger number 
of steps as a method of minimizing the tax inducement to hold gains 
unrealized but to realize losses promptly was considered by Congress 
in 1938 but rejected as too complicated. 

Extensive congressional consideration was given to a proposal to 
abolish the holding period in connection with the Revenue Act of 
1942. In the hearings, assertions were made that the distinction 
between long- and short-term gains was artificial and unsound and 
that, therefore, the holding period should be eliminated entirely as 
the worst feature of the capital gains tax because it interfered with 





42 \ subcommittee of the Waysand Means Committee in 1088 stated this pol 1 | It i 8 
een the led policy of the Congress to tax speculative gains in general in the same manner and to the same 
extent a immed income and business profits * * * Your subcommittee believes that tl polic Ss 
ind sh: uld be adhered to, It would be against sound public policy to make any changes in the reyenu 
law whose tendency would be affirmatively to encourage speculation by preferential taxation. * * * 
Your subcommittee recognizes that a classification based solely upon the period of holding is not an exact 
method for segregating speculative from investment transactions, but it appears to be the only practicabk 
method and is believed to be a sufficiently fair criterion for practical purposes subcommittee e 
Committee on Ways and Means, report on proposed revision of the Revenue Laws, 1938, 75th Cong., 3d 
SOSS., P. 37 
Che holding-peried requirement came into the Revenue Act of 1921 n amendment offer 

floor of the Senate by Senator Walsh of Massachnsetts, In opposition to the bill under cor 
proposed that prefevential treatment he extended to all capital gains, Senator Walsh said 7 : 
distinction made between increased value * * * extending overa long period of vears and that sudden 
ind speculative increase that develops within a short period of time.” yiment exclu eculative 
rains from favorable treatment, he proposed year holding period When asked a l-we equirement 
would meet his objection, he stated that 1 i nds rt. but offered to compror eo OT \ y ( 

sional Record, vol. 61, pt. 7, 47th Co , Ist sess., pp. 4 7 

* This proposal was contained in H. R %, the Be 1 bill, which would have erased the distinction 
between s rt wd long-term gain ind losses and would have ¢ mpletel egregated capital palr ind 
losses fro ther income and taxed net pital 1ins at a flat rate of 10 percer ind 


corporatior 
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investment and the free flow of capital funds and reduced the revenue 
by preventing transactions.“ Particular objection was made to the 
then existing holding period (18 months) on the ground that it was 
longer than required to separate speculation from investment. Con- 
gress decided against abolition of the holding period but reduced it 
from 18 months to 6 months. 

In connection with the Revenue Act of 1950, the bill as originally 
approved by the House and as reported by the Senate Finance Com- 
mittee provided for reduction of the holding period from 6 months to 
3 months. However, an amendment introduced on the Senate floor, 
approved by the Senate, and subsequently agreed upon by the con- 
ference committee provided for retention of the 6-month holding 
period. 


C. METHODS OF EXTENDING PREFERENTIAL TREATMENT 
TO INDIVIDUALS 


Preferential treatment has been made available to the eligible 
classes of capital assets in three ways: alternative low flat rate tax, 
percentage inclusion or scaling down the proportion of gains taken 
into account as ordinary income, and a combination of flat rate and 
percentage inclusion. 

1. Alternative flat rate tar 


During the development of the Revenue Act of 1921, different meth- 
ods of extending preferential treatment to capital gains were offered 
in the House and Senate bills. The House proposed favorable treat- 
ment through an alternative 12%-percent flat rate tax. The Senate 
would have given special treatment by taking into account only 
$0 percent of capital net gains in computing taxable net income. To 
this 40 percent the regular income tax rates would apply. 

The basic difference between these two approaches was that the low 
flat rate tax would benefit only a limited number of taxpayers with 
capital gains, namely, those with net incomes subject to bracket rates 
above the level of the alternative capital gains tax rate, whereas per- 
centage inclusion would extend benefits to all taxpayers with capital 
gains. The House view prevailed in conference and the low flat rate 
tax plan was adopted. Not until 13 vears later (in 1934) was a per- 
centage-inclusion plan adopted. 

No change was made in the 12'-percent rate throughout the entire 
12-year period 1922-33, although significant fluctuations, both up- 
ward and downward, occurred in ordinary income tax rates. When 
first adopted, the 12!:-percent rate was associated with a top combined 
normal and surtax rate of 58 percent. The latter was reduced to 46 
percent for the income year 1924, and then to 25 percent for the income 
vears 1925 through 1931: it was then increased to 63 percent for 1932 
and 1933. 

For most of the period during which the 12-percent rate was in 
effect, the top ordinary rate was 25 percent. Although suggestions 
were made that the 12-percent rate should be reduced along with re- 


for imple, the statement of Elisha Friedman, hearings before Committee on Ways and Means on 
} ue Revision of 1942, 77th Cong., 2d sess., vol. 1, p. 0145; also the statement of Emil Schram, president 
~~ York Stock Exchange, hearings before the Senate Committee on Finance on the Revenue Act of 


id gf ol. 1. p. 1187 


With the exception of 1929 when it was 24 percent 
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ductions in ordinary income tax rates, no action in this direction was 
taken.” 

The income level at which the optional 12%-percent rate became 
effective varied as individual income tax rate schedules were revised. 
Under the rate schedule in effect when the 12'-percent rate was 
adopted, only persons with surtax net income of $16,000 or more re- 
ceived benefits from the special rate. As individual income tax rates 
were reduced, the minimum income level at which the 12%-percent 
rate became effective increased to $24,000 for the income year 1924, 
and to $28,000 for income vears 1925 through 1931 (with the exception 
of 1929 when it was $32,000). With reversal of the downward trend 
of individual income tax rates in 1932, the effective level again became 
$16,000. 

Maintenance of the special capital gains rate throughout the 1922-33 


») 
period at the 12'4-percent level, in spite of changes in regular income 
tax rates and resulting variations in the income requirement for prefer- 
ential treatment, implies that more concern was felt for the alleged 
market price and incentive effects of the absolute level of the capital 
gains rate than for the maintenance of an equitable relationship be- 
tween the capital gains rate and the changing rates on ordinary in- 
come. The record indicates that during this period the dominant 
concern Was so to tax capital gains as not seriously to deter realization 
of capital appreciation.” 

In 1927, the staff of the Joint Committee on Internal Revenue Taxa- 
tion reported in favor of retaining the existing treatment of capital 
gains, observing in this connection that “A fair inference may be drawn 
that the lowering of the rate (to 12's percent by the Revenue Act of 
1921) largely contributed to bring activity to the sale of property.” 
This report concluded, however, that the existing method of taxing 
capital gains was not satisfactory and should be continued only until 
a better and more equitable method could be found. 





United States Chamber of Commerce at its annual meeting in 1931 adopted a resolution urging tha 
the « tal gain ite be reduced Che report of the chamber’s committee 1 Federal taxation se ! 
the reasons for ‘‘materially re lucing the tax on capital gains as follows: ‘‘Since this provision [the 12 
percent f was made, the normal individual rate has been reduced from 8 percent to 5 perce nt, and the 

iX tax from 50 percent to 20 percent he rate on capital gains, however, still remains at 124 
perce! Oo} vusly, this provision no longer affords the needed relief which it w wriginally intended to 
rive, and the present rate is out of line with other rates which have been materially reduced since the capit 
grail provision was enacted by Congress - ' If the present rates of t m capital gains were 
educed to a moderate figure, Of, say, 5or } percent, itis believed that thx greater part fthe adverse econom 
ffects of the tax would be avoided” (hearings before the Committee on Ways and Me on revenue 1 

ion, 1932, 72d Cong., Ist sess., p. 218 

Under Secretary of the Treasury Ogden L. Mills, in his testimony before the Ways and Means Con 
nittee in 1932, said: “** * * we adopted the 12.5 percent provision beeause it was the opinion, I think, of 
everyone at that time that, if we applied the very highest surtax rates to gains from property held over 


long period of time, that there was a very real tendency to impede normal] business transactions that woul 
otherwise take place In the period of high surtaxes, we decided that s unwise, uneconomical, and, j 
the long run, not profitable for the Federal Government; and, therefore, we reduced the rate to the rather 
irbitrary figure of 12.5 percent I'welve and five-tenths percent was taken at that time beeause it was the 
rate on corporations; and, while there is no direct relationship between the two, that was the figure selected, 
ind that was the reason that particular figure was suggested.’’ When asked by the chairman of the con 
mittee whether it was not to the disadvantage of the 


j 
! 


Treasury to retain the 12%>-percent limitation when the 
num surtax rates were under 29 percent, Mr. Mills replied,““* * * you 

ire going to be taxed 20 percent on their profits they may hesitate a long tim 
He later added, ‘“‘I think that, when you are not certain as to the economic j 
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certain as to its results, the best way to cure it is to lower the rates 


ix ea s before the Committee on Ways and Means on revenue revisi ist ses 
pp. 41-42 

'§ Report of the staff of the Joint Comn ittee on Internal Revenue Taxation, vol. I, 1927, p.44. Seeretary 
Mellon in 1924 had expressed the same opinion as to the incentive effects of the 1214-percent rate: “ Pri¢ 


to the insertion of the capital ga e law, investments did not change hands, property was tied 
nue from this source When the rate of tax was reduced to 


up, and the Government collected little reve 
ened up a vein of revenue which in that one year yielded 


1249 percent, however, the Government op over 
$31,000,000 in taxes. It is quite obviously of as much advantage to the Government that the tax on canit 
gains be redneed as to the taxpaver and to busi! 


moving some of the load from hi 


i i 
ess. Most of all is the moderate taxpayer benefited by re- 

I Che rate was such as permitted the traffic to move, and it did move, to 
everybody idvantage’’ (Annual Report of the Secretary of the Treasury, fiscal 1924, p. 9 
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A later report by the staff of the Joint Committee on Internal 
Revenue Taxation, published in 1929, again pointed out the inequities 
of the existing method of taxing capital gains and undertook to develop 
2 method which would meet the tests of equity.” The inequities 
partic ularly s stressed were (1) the failure to vive tax benefit to all 
tuxpavers with avant and (2) the failure to make proper tax rate 
distinctions among gains held for different pe riods of time.” 

Reasoning from the assumption that the fundamental difference 
between capital gains and ordinary income lies in the time of realiza- 
tion, this report concluded that an equitable method of taxing ¢ apital 
gains would be one under which the tax would approximate that 
which would have been paid if the gain had been realized in equal 
annual amounts over the period during which the asset was held. 

In an attempt to achieve this objective, a plan was developed under 
which capital assets were (a) divided into several classes according to 
the leneth of time the asset had been held by the taxpaver, with (6) 

declining percentage of gain or loss included in ordinary income as 
the holding period increased. The ordinary normal and surtax rates 
were apphed to such partially included gains. 

In 1921, during development of the initial legislation extending 
preferential treatment to capital gains, the Senate had proposed 
plan of percentage inclusion instead of the flat rate tax. The Senate’s 
1921 proposal differed from that offered in the report to the joint 
committee only in that the former proposed one class of long-term 


assets (those held over 2 vears) with the same percentage of gains 
being included in income regardless of how long the assets were held 


bevond 2 years, whereas the latter proposed several classes of assets 


with a step-scale plan of inclusion. 

The step-scale plan of inclusion was presented to the Ways and 
Means Committee’s Subcommittee on Prevention of Tax Avoidance 
in 1933 and the subcommittee recommended its adoption.” The 
creneral features of the plan, after some significant adjustments in the 
classes of assets and percentages of gains to be included in ordinary 
income, were incorporated in the 1934 Revenue Act.** 

The joint committee's staff had set out to find an equitable formula 
which would have the —s of prorating capital gains, but not ordinary 
income, to the period of accrual. The percentage-inclusion plan did 
not accomplish this aie ctive. When the plan was under considera- 
tion by the congressional committees, critics pointed out that it could 
not be considered to approximate either the results of proration or 


Supplemental Report on Capital Gains and Losses, report to the Joint Committee on Internal Rev- 
enue Taxation, 71st Cong., vol. I, pt. 7, submitted November 26, 1928, and published June 8, 1929 

Under the ordinary rates then in effect, the 129-percent capital gains rate was of no benefit to 9814 
percent of individual income taxpayers, and of substantial benefit to less than one-fourth of 1 percent of 
them 

2 The same tax benefit was given to gains realized from assets held just over 2 years as to those from 

assets held 20 or more year 

Prevention of Tax Avoidance, preliminary report of a subcommittee of the Committee on Ways and 


Means, 73d Cong., 2d sess., House committee print, 1933, p. ¢ 

Percentage of 

gatn included 

4 The plan as enacted in 1934 included the following steps in ordinary 

Period assets are held incom 

1 year or le 100 

Over 1 year > ast not over 2 years a0 

Over 2 years but not over 5 years 60 

Over 5 years but not over 10 years 40 


Over 10 years 4 
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averaging.» The plan, however, did introduce more equity of a 
limited sort. It adjusted the capital gains tax among taxpayers re- 
porting net gains, first, by extending preferential treatment to all such 
taxpayers, and, second, by differentiating taxwise among taxpayers 
with net gains accrued over different periods. 

The plan was regarded as raising certain difficulties, however, with 
respect to the m: arket price and incentive objectives of capital gains 
taxation. The 2-year holding-period requirement for preferential 
treatment had been criticized as interfe ‘ring with transactions. Tax- 
pavers tended to take their losses within the 2-year period in order to 
vet full benefit from them and delayed taking their gains until the 
2-vear period had expired in order to reduce their taxes. Proponents 
of the step-scale plan argued that the step-downs in the percentages 
of gains included in income would result in less interference with 
transactions. Critics of the plan contended that, on the contrary, 
it would put a premium on holding appreciated assets long enough to 
vet maximum benefit, thus putting an even greater brake upon realiza- 
tion of gains.’ 

Following its enactment, the step-scale plan became the subject of 
severe criticism. A subcommittee of the Ways and Means Committee 
which was appointed in August 1937 to consider possible changes in 
the Federal revenue laws devoted considerable attention to proposals 
for revision of the capital gains tax.’ This subcommittee labored 
to evolve some method which would meet the objection that the sharp 
step-downs in the percentage of gain or loss included in income 
encouraged taxpayers to delay taking gains and stimulated them to 
realize losses. 

As a means of minimizing the effects of the step-down plan on 
transactions, the subcommittee proposed a revision under which the 
percentages would decline on a monthly rather than an annual basis. 
For this pur pose, it suggested 49 age classes of assets instead of the five 

classes in the then existing law. The House incorporated rep plan 
in its draft of the 1938 revenue bill but the Senate re yec ted it as too 
complex. Moreover, the Senate recommended comple te aandin. 
ment of the step-scale plan in favor of a single class of long-term gains 
those from assets held more than 18 months). These long-term gains 
would be included in income to the extent of 50 percent. The 1938 
act, as finally approved, retained two classes of long-term capital 
gains: 66°; percent inclusion was provided for gains from assets held 
more than 18 months but not over 24 months, and 50 perce nt inclusion 
was of gains from assets held more than provided for 2 years 

The 1942 act eliminated the multiple holding pe riod percentage 
inclusion provisions of prior law and reverted to a single class of long- 
term = gains with the added feature of 50-percent inclusion. 





In the hearings before the W ays and Means Committee, Mr. Roswell Magill, representing the Treas- 
iry Department, criticized the pl ind pointed out that a taxpayer selling a 6-year investment at a $60,000 
profit under the plan would be taxed at 20 percent of the profit or $12,000 at the then current rates while 
n fact he had a gain accruing at the average rat f $10,000 pe r year for 6 years an be 
ubdjected to six taxes on an item of $10,000 instead of a single tax « n $12, 00 (hearings e the Comn tee 
on Ways and Means on Revenue Re m. 1934, 73d Cong 2d $s., Pp. 4 

¢ Mr. Roswell Magill pointed out in his testimony before the W aysand Means Committee that under the 
yan wl t \ then considering there would be a tendency to hold assets irs ly 

2 I f the gains would be ineluded necome (hearings on revenu 4 ; } 
? See Proposed Revision of the Revenue Laws, 1938, report of a subcommittec the Committ yn Ways 

i Means, 75th Cor is 

Mhi ‘ he lines of the Senate’s original proposal for 40-percent inclusion in 1921 


91040—51——-3 
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a Combination of perce ntage inclusion and flat rate tar 


From 1938 until the present time, preferential treatment of capital 
gains has been provided through a combination of the two methods 
previously used separately. This combination features both an 
alternative flat rate tax for some taxpavers and percentage inclusion 
for all taxpavers reporting capital gains 

The use of percentage inclusion alone had been criticized on the 
cround that. despite the arbitra r\ reduction of ae evains for tax 
assessment purposes, application of ordinary income tax rates produced 
levies so high in the upper income brackets that investments became 
frozen and few transactions took place.’ To meet this complaint 
that effective rates were too high, the alternative maximum flat rate 


tax was reintroduced Under the 1938 act, an alternative rate of 30 
percent was provided. When coupled with the then existing scale for 
percentage inclusion, this was the equivalent of a maximum effective 


rate of 15 percent of the gain on assets held over 24 months, and 20 
percent of the gain on assets held more than 18 but not more than 24 


in the 1942 hearines, consideration was given to the question 


' 1 
| 
i 


whether the alternative rate on capital gains should be increased 
The Treasury recommended an alternative tax rate on statutory net 
ae gains of 60 percent (equivalent to a 30-percent eee 

\-percent inclusion It was pointed out in the Treasury’s brief tha 
the capital gains rate had been left at 1938 levels while rates wieder 
income had been substantially increased and further increases were 
being proposed at that time as a wartime anti-inflation measure, The 
suggested increase in the alternative rate was intended to bring taxes 
on long-term capital gains into closer harmony with the increased 
rates on ordinary income.” 

The Ways and Means Committee at that time approved an increase 
in the alternative rate to 50 percent (or an effective rate of 25 percent 

cent inclusion 


In its report on the bill, the committee said in justification of this 


when account is taken of the o0-pet 


mncreast 


S f tax o lividuals ha bee eased d icall 

I Vagce 1 ed or detern ible incom ed, it is believed 

( rope! [ ( Haiti nal tax sho ld be ery 1 in this « erce ev trot! 

} 11 Gains i ( re" tte realize l the realiz on ola 
Ca il ] ) i itn t tif etLO ol the ta ver t » fil 
capita Fan! tax I { iil los rathe than gain revenue for the Government 

With atop normal and surtax rate of Ss percent it is not believed that a moderate 

increase in the capital-gain rate will retard capital transactions.* 


Objections to an increase infthe maxim um capital-g ‘ains rate were 
voiced by a number of witnesses testifving before the congressional 
hearings on the revenue bill. Opponents of the rate increase contended 
that under a low rate the volume of transactions, and consequently 
the revenue, would be much greater than under a higher rate. It was 
also argued once % gain that higher rates on other income do not justify 


Committee on W ul Means, report on the revenue bill of 1938, House Report No. 1860, 75th Cor 

1} ' 

I I . 

tatement of Randolph E. Paul, hearings before the Committee on Way and Means on Revenut 
Revision of 1942, 77th Cor 2d sess., vol. 1, pp. 85-86, 

Committee on Wa I Mea report on the revenue bill of 1942, Hou Report No. 2 th Co 
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realized only at the choice of the taxpayer.' 
The Revenue Act of 1942 increased the alternative rate to 50 
percent. In view of 50-percent inclusion of long-term gams, this 


higher rates on capital cains since the latter are not Income and ar 


, 


amounted, in effect, to a maximum rate of 25 percent on net long-term 


capital YAMS 
The income level at which the benefits of the alternative rate 
begin has varied considerably during the period since 1938 in which 


‘ . } . } lt a> ; : | 
the combination of percentage mciusion and the alternative rate has 


been in effect. The level at which the ordinary income tax rate (the 
marginal combined normal and surtax) exceeded the maximum rat 
on net capital gains has varied from a high of $44,000 for 1939 (and 
again in 1948 and 1949 for a married person filing a joint return) to a 
low of $12,000 for 1941 

Re Lit I, pre erentia ! f 

None of the methods used in the past to extend preferential treat- 


ment to some capital gains has met at one time all the requirements of 
tax equity and revenue adequacy as well as those special market and 
other obj etives involved in using the capital Hin and loss provisions 
as a vehicle for incentive taxation 

The alternative low flat-rate tax of the twenties, for example 
failed to meet even the most rudimentary equity objective, that ot 
extending preferential treatment 


+ 


o all taxpavers with capital gains. 


Percentage inclusion, and particularly the step-seale plan of thy 
1934 act. u troduce amore refined concept of equity within the Yroup 
of taxpavers WV ith vans Dut ib was held to be w satisfactorm from th 
viewpoints ot prices, incentives and revenue. It tended to discourage 
realization of gains and to stumulate realization of losses 


The combination of percentage inclusion and the alternative flat 
rate that is incorporated in existing law represents an attempt to 


41 ‘ l z 
compromise between the equity and incentive objectives 


] 
} 
i 


None of these njethods, however, has allowed precisely for thi 
special characteristics of capital Yams ana provided equity yvmMong 


all taxpavers (that Is, those who do not have as well as those whi 


do have capital gains All have provided primarily a lower maximum 
rate of tax for incentive purposes. Since 1934, the methods also have 
provided somewhat greater equity among taxpayers with capital gains 


In broad summary, the historical record indicates that preferential 


capital gains tax rates have been set low so as not unduly to induce 


taxpavers owning appreciate d assets to continue to hold them, thus 
postponing tax Kquitable relations between capital gains and 
ordinary income tax rates have been given less weight than othe: 


objectives 


the New York Stock Ex e: W. J. Schieffelin, Jr., Chamber of Commerce of the Stat New ¥ 
I | st n | ‘ { 
Cx 1 
1] 3 $22,000 for 1940, $18,000 for 1942 1 1943, $16,000 for 1944 and 1945, A l post 
reduct der Revenue Ac 1945, it s $18,000 for 1946 and 1947, For a single person or a marris 
| returns, it W S220) I 1948 and 1949. $290.000 for 1954 nd $18.000 for 19 for 


etu $4.14 44s and 1944, $40.00 } l S36 000 for a 
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D. TREATMENT OF CAPITAL LOSSES OF INDIVIDUALS 


The income tax treatment accorded capital losses of individuals 
has varied even more than has the treatment of capital gains. During 
the period 1913 through 1921, when capital gains of all types were 
subject to full normal tax and surtax rates like other income, there was 
a steady extension of the tax credit allowed capital losses. Beginning 
with no allowance, Congress next provided loss allowance limited to 
the extent of capital gains. Finally, it permitted unlimited allowance 
for capital losses against income of any kind. 

Since the introduction of preferential tax treatment of capital 
rains in 1922, the general view seems to have been that favorable 
treatment of gains should be accompanied, as a matter of equity, 
by some limitations on deductibility of losses. The desire to protect 
Government revenue and to prevent tax avoidance made possible by 
offsetting speculative short-term losses against actual long-term gains 
has also influenced Congress to limit deductions of capital losses. 

Throughout a considerable portion of the lezislative history, the 
accepted idea of the way to achieve equity was through so-called 
parallel treatment of losses and gains. According to this principle, 
the tax benefits from deduction of capital losses should be limited to 
the same extent that taxation of gains is made preferential. 

When preferential treatment was first considered in connection 
With the 1921 act, it was proposed that the 12)s-percent maximum 
rate on gains be accompanied by a parallel limitation on losses. The 
limitation on losses was not then adopted, however. The revenue 
effects of the failure to limit deduction of losses were soon recognized. 
Immediate efforts were then made to place a parailel limitation on 
losses 

The Secretary of the Treasury in his annual report for 1922 re- 
ferred to the serious effects of capital losses upon the revenue and 
urged that a limitation, comparable to the rate limitation applicable 
to gains, be placed on losses.™ In 1922, Mr. Oeden Mills, then a 
member of the Ways and Means Committee, sponsored an amend- 
ment to the Revenue Act of 1921 which provided such a limitation. 
Mr. Mills emphasized the injustice to the Government of allowing 
full deduction of losses while taxing gains at a maximum rate of 12% 
percent. He pointed out that under the then existing rates the 
Government could collect only 12% percent of a gain but was compelled 
to lighten the burden of the taxpayer to the extent of 58 percent of 
his losses if his income was in the top surtax bracket. The Mills 
amendment was not enacted. 

A parallel limitation was finally placed on losses by the Revenue 
Act of 1924. This limitation seemed to be satisfactory during the 
boom years prior to 1930, but in the early thirties, when as a result 
of the collapse of security prices, capital losses were used on a large 





Secretary Mellon said, ‘*The situation is particularly serious under the Revenue Act of 1921, which 
limits the ! tal I percer it but puts no limit on the deduction of capital losses. This 
means tha y can el real in “ome, While capital gains will not be realized at all, or, 
if realized, a ent Under the present system the Gevernment is being whipsawed, 
and the Tr urges that the existing prov capital gains be made to apply 
conversely to capital losses and that the amount by which the tax may he redu ed on account of losses from 
the sale of capital assets should not exce¢ 12% percent of the amount of the lo his would, to a large 
extent, check one of t methods widely use i by taxpayers at the present time for decreasing their yearly 
income rhe alternative to refuse to recognize either capital gains or capital losses for income-tax pur 
poses, and if the present situat wert 7 anki continue there no doubt that it would save revenue to 
1dopt this course * * *” (Annual Report of the Secretary of the Treasury, 1922, p. 14 

6 Committee on Ways and Means, report on H. R. 13770, House Report No. 1388, 67th Cong., 4th se 
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scale to wipe out tax liability on ordinarv income, Congress considered 
placing further limitations upon capital losses, particularly on those 
from security sales. As first proposed, in the House version of the 
revenue bill of 1932, the limitation would have provided that cains 
and losses from all transactions in stocks and bonds might be offset 
only against one another; but as finally adopted, the limitation applied 
only to short-term transactions in stocks and bonds 


The Senate Finance Committee, in justi! 


ve 
ving the application of the 
} 


limitation to short-term transactions only, stated the purposes of t 


1A 
limitation to be: (1) To protect the revenue from the growing practice 
of reducing tax liabilities by the sale of securities on which losses had 
accrue |: and (2) to prevent the \\ ipine’ out of ordinar’ income, ¥ hich 


represented real taxpay i iv’ a lity, by the use of spec ilative losses 
The Senate committee felt that the corrective action proposed by 


the House was too severe since losses on securities held for more 


than 2 vears were considered real investment losses \ecording|y, no 
additional limitation was placed on long-term securities transactions. 


To avoid hardships which might result from the limitation on short- 


term losses. it was provided that losses disallowed in one vear micht 
] 


be carried forward (to an amount not in excess of the net meome of 
the current year and offset avainst short-term cains in the subsequent 
vear The privilege of loss carry-over in the 1932 act never actually 
went into effect, but was repealed by the National Industrial Recovery 
Act in 1933 


Coneressional consideration of the 


i 


NIRA occurred at the same time 


that the Senate Committee on Banking and Currency 31m ivat- 
ing stock exchange practices in 1933 The latter hearings made 


public some spe ‘tacular example s of the effect of security transactions 
upon the income tax liabilities of certain wealthy tndividuals durin 
the early thirties. Following these revelations, the Congress with- 
drew the carry-over privilege 
When the percentage-inclusion plan of preferential treatment was 
| : 


introduced in 1934, the pre-1932 poliey of 


was not carried over into the new plan. Under the 1934 aet, losses 
could be taken into account only to the extent of offsetting ¢ains plus 
$2,000 of ordinary income Thus, the policy of preventing substantial 
reductions 0 


ordinary income by capital-loss offsets, which hs 
introduced in 1932 with respect to losses from short-term trat 
in stocks and bonds, was extended to all capital losses. The pro- 
vision for allowance of $2,000 of net capital losses against ordinary 


ic peen 


actions 


income was a concession to the small taxpayer with infrequent capital 
transactions. 

The capital-loss limitations of the 1934 act were severely criticized. 
It was contended that much of the incentive for investing capital in 
new enterprises was removed by the prospect that a large part of the 
gains, if any, would be taken by taxes while the losses, if any, would 
¢ allowed only in part as a deduction from taxable income. | 

The subcommittee of the Ways and Means Committee which 
reviewed the treatment of capital gains and losses in 1937 expressed 





The Committee on Ways and } eport on the revenue bill of 1932 said, ‘‘ Many tax ers have 
been completely or partially eli from tax their income from salar vi I b 
deducting therefrom losses sustai st ind bond markets, with seri ffects upon nue 
Your mmittee is of the opinion that some limitation ought to be placed on the allowance of su losses” 
(H, Rept. No. 708, 72d Cong.,. Ist sess., p. 12 

6 Senate Committee on Finance, Report on Revenue Bill of 1932, Senate Re; N 65, 7 ” 


Ist sess., p. 10 
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a desire to provide more liberal loss deductions in the interest of 


greater equity and also in order to minimize the undesirable incentive 
effects of the tax on investment in new enterprises. At the same time, 
the subcommittee stressed the necessity of preventing undue revenue 
losses which would result if such deductions were applied extensively 
against income from sources other than capiti al g pain. ' It therefore 


I¢ commended conti iuine the 1 954 act prince iple of a le nying Cc apite al net 


loss as an offset against ordinary income beyond $2,000 of ordinary 
income. It also recommended segregation of short-term ,gain and 
loss from long-term gain and loss to prevent short-term speculative 
losses from wiping out long-term investment gains.” 

The subcommittee recognized that some nardenipe and inequities 
undoubtedly a e+ from its recommended capital-loss limita- 


tions but pointed out that these hardships would be at least partly 


ittributable t » the fact the al ¢ ‘apite | Pals anc losses. like other income, 
are admitted to the tax ‘ele on an annual basis. <As a result, an 
individual Dha\ be required LO pay a heavy lax On a large Capit al net 
vain ina given vear despite the ~_ that in the preceding vear he ma: 
have sustained a heavy capits al net loss from which he did not derive 
‘1 full tax benefit. The ia sought some method of mini- 


mizing these hardships without seriously reducing revenues or reopen- 
ne loopholes for avoidance of tax. After consideration of various 
alternatives, it decided upon the allowance of a l-vear carry-over for 
unused net Cay a 
The 1958 act, in an attempt to limit further the effects of speculative 
losses on tax revenue, adopted the prince iple of segregating short-term 


| 
ytal losses. 


from long-term losses and of allowing each type of loss to offset only 


its owh type of cain. However, this act also provided a l-year 
‘arry-over for net short-term losses, with the limitation that the 
amount of carry-over should not exceed the net income of the taxable 
vear in which the loss was realized. It will be recalled that this same 


limitation, with respect to losses from short-term securities trans- 


actions, had been applied when wind carry-over principle was nest 
introduced in 1932. The reason given for the 1938 limitation was tha 


net income of the taxable year measured the extent to which the tax- 


paver was deprived of the use of his net short-term loss in reducing 
: 


his tar lability 

he treatment of long-term capital losses under the 19838 act was 
designed to parallel the alternative flat-rate tax on gains which was 
reintroduced at this time. “be alternative rate on long-term gains 
was 30 percent of the proportion of gains taken into account.” ~Simi- 
larly, the maximum credit in any year against ordinary income tax 
on account of long-term capital losses could not exceed 30 percent of 


the included losses. No carry-over of long-term losses was allowed. 
The 1942 act eased the limitation on capital-loss deductions by 
eliminating 85 segregation of short-term from long-term losses, but 





it continued to limit the deductibility of net capital losses from ordi- 
J sed K n of t Revenue Laws, 1938, report of a subcommittee of the Committee on W $ 
\4 "rth Crs , 
The Wa i Means Committee in adopting 1 dation pointed out that statistics pre- 
I to t RS per, t tal gair ind losses arose from transactions in- 
irities and that approximately 35 percent | transactions in securities fell into the short- 
uch tr ictions were considered pre lominant]s speculative in character (H Rept, 
N TSO ( | oT 
Pr I he I I 1938, op. cit., p. 4 
It } 
rh nercentages were 6 f yains from assets held more than 18 months but not more than 24 months, 
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nary income by permitting only a $1,000 offset). The congressional 
view apparently was that capital losses should be offset primarily 
against gains, either of the current year or a subsequent vear. In 
this case, however, a long carry-over Was provided. The excess of 
combined short- and long-term net loss of any taxable year could be 


wave . ° = i ° > 1. + . ‘ . . ] 
earried rorward tol five succeealnyg years as short-term tOSSs. 

In broad summary, the trends in the capital-loss provisions hav: 
been mixed On the one hand, Congress has repeatedly sought to 


limit the tax-reduction value of capital losses to 


¢ 


the same proportion of 


the loss as would have been taken in tax had the loss been a gain of cor- 
responding Size This is the essence of the so-called parallel treat- 
ment On the other hand, the desirability of parallel treatment 
broke down during the great depression of the thirties, at least insofar 
us net short-term losses were concerned. At that time, the al lit, of 


taxpavers to minimize their taxes on ordinary income by taking short- 
term losses. some of which appeared to be of questionable validity Was 
regarded as having too grave an effect on Federal tax revenue when 
the bottom dropped out ol the securities market. Moreover, his 
desire of Congress to insulate income-tax vield from the impact of 
concentrated decreases in the value of capital assets finally led to 
almost complete elimination of any capital-loss offset against current 
ordinary income and the substitution therefor of loss carry-forwards 


against future capital gains. 
E. CAPITAL LOSS AND “NET LOSS” 


With the introduction of the “net loss” carry-over (in the 1918 act 


the question arose whether capital net losses should be treated lik 
net operating losses. The 1918 act did not extend the loss carry-over 
privilege to capital losses in general, but did allow carry -over of losses 
resulting from sales of assets used in the production of articles con- 
tributing to the war effort The 1921 act extended the carry-over 
privilege to losses on sales of any capital assets used in the trade or 
business. ‘This privilege was only short-lived, however. 


At the same time that the 12'5-percent limitation was placed on loss 
deductions in the 1924 act, the “net loss”’ Provision Was ai lended to 
prevent any part of a capital net loss from being carried forward and 
applied against the income of a succeeding vear. In recommendin 
this change, the Ways and Means Committee indie: 
intended to allow the carry over privilege only avainst losses 


from the operation of a trade or business; therefore, such ‘‘net losses 
should not include capital losses. 

The carry-over of net capital losses has developed ror all pra tical 
purposes, completely apart from the net operating loss carry-over, 
The length of carry-over for the former apparently has no necessary 
relation to that provided for the latter. Furthermore, capital losses 
thus far have been ailowed only in the form of a carry-forward whereas 
net ops rating loss allowances have taken the form both of earr Lor 
wards and earry-backs. 


F. LOOPHOLES 


In addition to the general limitations placed on deduction of capital 
losses, Congress has directed legislation toward specific types. of 
transactions involving losses that permit tax avoidance Some otf 
these are discussed below. 
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- (a) Wash sales—In these transactions the taxpayer sold securities 
at a price less than he paid for them, thus incurring a loss which he 
deducted for income-tax purposes. He then bought back the same or 
similar securities of approximately the same value, thereby maintain- 
ing substantially the same position as before the sale but, in the mean- 
time, having realized a loss for tax purposes. 

To prevent this type of tax avoidance, the Revenue Act of 1921 
added the “wash sales” clause denying the deduction of a loss on a 
security transaction in which the taxpaver within 30 days before or 
after the date of the sale acquired “substantially identical property.” ™ 

The 1924 act strengthened the “wash sales’ provision by providing 
for disallowance of loss where, —— 30 davs before or after the date 
of sale, the taxpayer has acquired or has entered into a contract or 
option to acquire substantially pantie ‘al stock or securities. 

(b) Basis for determination of ga in or loss on gifts Prior to the 1921 
Revenue Act the statute contained no explicit rule for determining 
gain or loss on property acquired by gift. In the absence of legisla- 
tion, the Bureau of Internal Revenue had held the proper basis to be 
the fair market value of such property at the time of transfer. The 
Ways and Means Committee in its report on the revenue bill of 1921 
pointed out that this rule had been the source of serious abuse.” 
Taxpayers owning property which had come to be worth more than it 
cost were encouraged to give such property to wives or relatives. It 
could then be sold without realizing a taxable gain unless the selling 
price was in excess of the value of the property at the time of the gift. 

The Revenue Act of 1921 provided a new rule, namely, that in case 
of property acquired by gift after December 31, 1920, the basis for 
computing gain or loss should be the same as the property would have 
in the hands of the donor (or the last preceding owner by whom it was 
not acquired by gift 

This rule was not altogether satisfactory either, because it made 
possible the transfer of accrued ine losses from a taxpaver with 
insufficient gains or income to realize full tax benefit therefrom to a 
relative who had large enough gains or income against which to offset 
the entire loss. 

To prevent tax avoidance of this type, the 1934 act provided that, 
in computing losses, the lower of the fair market value at the time of 
gift or the donor’s basis should be used.” This rule has been carried 
forward unchanged except for a clarifying amendment in the 1942 act 
pertaining to gifts im trust. Under prior law, the basis for gifts in 
trust had been governed by the section dealing with transfers in trust 
and not by the section dealing with gifts. On the grounds that there 
is no substantial difference petween a gift in trust and other gifts for 
purpose of basis, the law was amended by the 1942 act so that the 
basis of property acquired by gift should be the same whether the 
gift is in trust or otherwise. 

(c) Transactions between members of a family, ete.—The W avs and 
Means Committee’s Subcommittee on the Prevention of Tax Avoid- 
ance in 1933 called attention to the practice of creating losses by 
means of transactions among members of a family, and between 

closely held corporations and their owners. In an attempt to close 


Sec. 214 (a 5) (now sec 

75 Committee on Ways ar 
Ist sess., p. 9 

% Sec. 11 a) 2 


wtR.C 
Means, Report on the Revenue Bill of 1921, H. Rept. No. 350, 67th Cong., 
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this loophole, Congress, in the Revenue Act of 1934, prohibited the 
deduction of losses arising from property transactions among mem- 
bers of a family and between an individual and a corporation in which 
the individual owned a majority of the voting stock.” 

(2) Partnerships.—The Subcommittee on Tax Avoidance also called 
attention to the then common practice of offsetting losses sustained 
by a partnership against the partners’ ordmary income. ‘The Senate 
Committee on Banking and Currency, in its mvestigation of stock- 
market practices in 1933, had brought out the fact that wealthy part- 
ners, particularly those engaged in the banking and security business, 
had applied partnership losses from sales of securities against their 
individual incomes from all sources. As a result, they incurred little 
or no income-tax liability in certain years. The general limitation on 

capital-loss deductions p woruied by the 1934 act (which limited loss 
deductibility to capital gains plus not more than $2,000 of ordinary 
income) was considered a partial solution to this proble inh. 

Two other provisions of the 1934 act dealing with basis for deter- 
mining gain or loss were specifically directed at the partnership as a 
medium of tax avoidance in cases of sales of property which had appre- 
ciated in value. One of these provisions provided that (a) cost was 
the basis for determining gain or loss on property purchased by a 
partnership, but (6) the basis for property paid in by a partner was 
its cost or other basis to the partner.” The — provision estab- 
lished the basis of property distributed in kind by a partnership to 

partner as his ie aeeinats share of the cost or aie basis to him 
of his interest im the partnership. 


e) Short sale s—The Revenue Act of 1950 established rules intended 
to remove a loophole in the capital-gains tax provisions arising from 
the use of the short-sale device. Short sales were used extensively by 
traders 1m securities and commodities to convert short-term into long- 
term capital gains. The 1950 act provided that where a short sale of 
securities or commodity futures is made, and — simultaneous 
“lone” and “short” positions are Maimtaimed so as to give an actual 


short-term transaction the appearance ¢ fa iy term Pig paseagncr any 
resulting gain will be treated for tax purposes as short- term gain. 

f) Collapsible cavaarad ons, Provisions were also aaa | by the 
Rey nue Act of 1950 to close the loo} phole re ‘sulting from use of the 


‘collapsible’ corporation device to convert ordinary income into long 


Lf 
project, such as the production of a movie or the construction of an 
apartment house, and then dissolved by distributing to the stock- 
holders rights to receive income from the project. Thus, the corpo- 
ration-income tax was avoided and royalty or rental Income was con- 
verted into capital ¢ rain. 

The 1950 act prov “ided that gains from the sale Or ¢ —— re (includ- 
ing liquidation) of stock in ‘collapsible’ corporations will be taxed as 
ordinary income if (a) the stockholder owns 10 percent or more of the 
SLOCK, b more than 70 percent of the vain on the stock is attributable 
to the property produced ps the corporation, and (¢) the gain is 
realized within 3 vears after the property is produced 

q (Ca pital qain S f onl sident alice nis. The Revenue Aet of 1950 
prov ided for taxation, at a rate of 30 percent, of capital gains of non- 


term capital gain. ‘‘Collapsible’ corporations were formed for a single 


24 (a) ¢ 
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resident aliens not engaged in trade or business in the United States 


but temporarily in this country. Those present in the United States 
for less than 90 days in the vear will be taxed only on gains — “d 
during this period. Those present for more than 90 days will be 


taxed on all their gains from transactions in this country during the 
taxable vear. 
G. DEFINITION OF CAPITAL ASSETS 


The 1913 meome-tax law included in the definition of net income 
gains, profits, and income derived from * * *_ sales, or dealings in property 


whether real or personal 


Under this provision, the Treasury treated all gains from the sale of 
property exactly as other items of income, imposing upon them the 
full normal and surtax rates. 
Congress first defined the term ‘capital assets” in the 1921 Reve- 
Act, which introduced the special capital-gains provisions of the 
income tax. ‘“‘Capital assets’’ at that time were defined as 


property held for profit or investment for more than 2 vears (whether or not con- 
nected with trade or busine but does not include property held for the personal 
use or consumption of the taxpayer or his family, stock in trade, or other property 
whic would be included in inventory. 


Several changes were made in the definition of capital assets by the 
Revenue Act of 1924, the most important being that it was no longer 
required that assets must have been ac quired for profit or investment 
to be included. Thus, durable consumer goods became capital assets. 
This restriction was removed to permit a taxpayer selling residential 
property to be taxed on the profits therefrom under the preferential 
capital-gains provisions instead of the ordinary income tax.” 

Added to the exclusions from capital assets, for purposes of clari- 
fication, was “‘property held primarily for sale in the course of trade 
or business.’”’ The purpose of this change was to make it clear that 
property held primarily for resale did not constitute a capital asset, 
regardless of whether it was the type of property included in inventory 
under conventional accounting practice. - 

In 1934 ws provision was revised to read “property pe | primarily 
for sale to customers in the ordinary course of trade or business.”’ 
The effect of adding the words ‘“‘to ¢ ustomers”’ and Neubiosey’ "was to 
make a ‘“‘trader’’ in securities (one who buys and sells for his own 
account) subject to the capital gain and loss provisions. Under co 


law, it had been held that a “trader” (although not a ‘‘dealer’’) in 
securities was nevertheless engaged in a trade or business. T saat: 


the capital gain and loss provisions did not apply. 

The stated purpose of this change in 1934 was to prevent tax avoid- 
ance through unlimited deduction of losses by the stock speculator 
trading on his own account. Although intended to close a tax- 
avoidance loophole, this provision in recent years has been criticized 
as ae an avenue of tax avoidance since it allows the gains of 
a trader in securities on his own account to fall within the preferential 
Madiébeatine provisions, whereas the ordinary income-tax provisions 
apply to sales by a dealer 


8 Sanate Cammittre an Finance ¢r wt the intern 


al revenue bill of 1924, S. Rept. No. 398, 68th Cong 
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The Revenue Act of 1941 amended the definition of ‘‘capital assets’ 
to exclude certain short-term Federal, State, and local government 
obligations issued on a discount basis after March 1, 1941. This 
amendment, which applied primarily to Treasury bills of the United 
States, provided that the issuing discount on such obligations shoul 
not be deemed to accrue until the obligations are paid at maturity o1 
disposed of, and that such obligations should not be treated as capital 
assets. The principal effect of this amendment was to eliminate the 
necessity (except in the case of life-insuranece companies) of making at 
allocation between interest and capital gain or loss on the » disposition 
of the obligation and also the necessity for including any portion Ol 
the discount in income for any taxable vear other than that in vhich 
the ob ligation matures or is disposed of 5 
nother change of considerable importance in the definition of 


Wetisibanaie” eau the Revenue Acts of 1938 and 1942. This 
revision dealt with the treatment of depreciable and real properties 
used in trade or business. The sections of the Internal Revenue Cod 
involved are 117 (a) and 117 The former provi les that depre 


clable and real properties used in trade or business are not capital 
assets; the latter provides that they shall nevertheless be treate 


capital assets when held over 6 months if the taxpaver realizes a net 
gain on the transactions covered by the section as a whole 


| 
a as 


The transactions included in determining whether there has been 
a net gain are sales and exchanges of depreciable and real properties 
used 1n a gee or business held over 6 months and involuntary con- 


versions of such property or of capital assets held over 6 months 
A net g: in on these transactions, by being treated as a net long-term 
capital gain, ts subject to the 25-percent rate limitation On the 
other hand, if these transactions result in a net loss, the loss is treated 
as an operating loss and is deductible in full from ordinary income of 
the current year or in other years by virtue of the ear backs oO1 


carry-overs allowed net operating losses. 

Depreciable property used in trade OF business was excluded from 
the category of capital assets by the Revenue Act of 1938 Mhis 
amendment was traceable in large part to the limitations on deducti- 
bility of corporate capital losses provided for the first time by the 
Revenue Act of 1934 This act permitted corporations to deduct 
capital losses only to the extent of capite al gains plus $2,000. ‘This 
limitation was criticized as being unfair when, at the same time, net 
capital gains of corporations continued to be taxed in full 

It was considered particularly unfair in the case of sales of depre- 
ciable property such as machinery, plant, and equipment use d in the 
trade or business. If the taxpayer kept such prope rty or abandoned 
it, he would be allowed the loss in full in the form of deductions for 
depreciation and obsolescence or as an abandonment loss. As a 
consequence, it was contended that taxpavers either continued to use 
less efficient machines until the full costs had been recovered through 
depreciation allowances or else, instead of selling on the open market 
junked the old machines and thereby obtained a full deduction 
Congress, in the Revenue Act of 1938, therefore provided for the full 
deduction of losses on sales of depreciable property used in trade o1 


a1 ¢ nfers © renort » t} r enue } 11, 77th Cong., Ist ses iW. Rept. N . 
Committee 1 Finance report t er hill of 1941, S. Rept. N ; 
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business by excluding it from the definition of ‘‘capital assets” under 
section 117 (a). 

As a result of the exclusion of depreciable property from capital 
assets, buildings and other depreciable real-estate improvements 
attached to the land were not treated as capital assets but land con- 
tinued to be treated as a capital asset. Difficult administrative 
problems involving allocation of sale prices between land and improve- 
ments arose from this nonuniform classification. The 1939 Revenue 
Act maintained the nonuniform definition of capital assets, but made 
the tax treatment of capital losses more uniform for corporations by 
making all long-term corporate capital losses fully deductible under 
the income tax. This rule continued until the Revenue Act of 1942. 

During development of the Revenue Act of 1942, two different 
methods of restoring uniform tax treatment for these depreciable and 
nondepreciable assets were considered. The House proposed that 
depreciable real estate improvements be restored to capital asset 
status. In support of this proposal it was argued that the 1938 pro- 
vision, treating depreciable property as a noncapital asset, was in- 
serted primarily to allow deductions for losses on assets such as 
obsolescent machinery and not for losses on assets such as buildings 
and similar real estate improvements. 

The Senate, however, propose «d to achieve uniformity by retaining 
the existing classification of depreciable real property as a noncapital 
asset and, in addition, making land and any nondepreciable improve- 
ments used in the trade or business also none apital assets. 

The Senate approach was finally adopted and “real property used 
in the trade or business of the taxpayer’ was excluded from the defini- 
tion of capital assets 

Considered alone, this provision was advantageous to taxpavers in 
the event of loss, but was disadvantageous in the event of gain since 
the gain would be taxed as ordinary income. Sales involving gain 
were not as unusual or infrequent in 1942 as thev had been in 1938, for 
sales of used machinery, ships, and other business properties as a re- 
sult of wartime demands were frequently resulting in large gains. At 
the same time, the increase in involuntary conversions during the war, 
chiefly shipping losses and condemnation of property for military pur- 
poses, had raised the general problem of special tax treatment for 
involuntary conversions. 

In order to take care of these special situations, the income tax 
classification of real property as a noncapital asset was altered com- 
pletely by enactment of section 117 (j). In effect, this subsection 
provided that, for the transactions covered, net losses would be con- 
sidered ordinary loss but net gains would be considered capital gain. 
At first de slg red to take care only of gains and losses from compulsor’ V 
or involuntary conversions, section 117 (j) was extended during de- 
velopment of the 1942 act to cover all sales and exchanges of depreci- 
able property and, finally , to cover also all real property used in the 
trade or business, whe ‘ther depreciable or not. Thus, section 117 (j) 
of the 1942 act was made to apply to all sales and exchanges of both 
depreciable and real property used in a taxpayer’s trade or business if 
held over 6 months, as well as to involuntary conversions of property 
used in the trade or business and capital assets held more than 6 
months. It has since been extended by the Revenue Act of 1943 to 
include also dealings in timber covered by section 117 (k) 
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Under section 117 (k), taxpayers owning timber, or having the con- 
tract right to cut timber from the property of another, are permitted 
to elect to treat net proceeds from the cutting of timber in any taxable 
year as long-term gain from a capital asset rather than as ordinary 
income. The same favorable treatment is also granted to a timber 
owner who disposes of timber under a contract allowing him to retain 
an economic interest in the timber. Gain or loss from these types of 
transactions respecting the cutting of timber are considered together 
with gains or losses treated under section 117 (j) in arriving at the net 
gain or net loss for tax purposes. 

Prior to 1942, the changes made in the definition of capital assets 
reflected a tendency to limit the items of income to which preferential 
capital gains treatment should be given. The 1942 and 1943 Revenue 
Acts, particularly through sections 117 (j) and 117 (k), moved in the 
direction of broadening the category of capital assets. Section 117 (k) 
in particular appears to be an effort to deal with a special problem 
involving lumpy income by giving capital gains treatment instead of 
allowing income averaging. 

The 1950 Revenue Act included several technical changes in the 
definition of capital assets. One of these in effect provided an excep- 
tion to section 117 (j) with respect to sales of emergency facilities 
In order to prevent taxpavers from gaining too great an advantage 
from the special amortization privileges allowed under this act with 
respect to emergency facilities completed after December 31, 1949, and 
certified as essential to national defense, gains from sale of such facili- 
ties are subjected to tax at ordinary rates, rather than at capital gains 
rates, to the extent that thev represent the difference between the 
special amortization deductions and ordinary depreciation. 

The Revenue Act of 1950 also added to the definition of capital 
assets an exclusion which bars amateur artists and authors from re- 
ceiving capital gains treatment on the sale of their work. Prior to 
1950, if an amateur sold his book or other artistic work outright, such 
a sale was treated as the sale of a capital asset (property not held 
primarily for sale to customers in the ordinary course of trade or busi- 
ness). The bill, as approved by the House, provided that income from 
these transactions, as well as from similar transactions of amateur 
inventors, should be taxed at ordinary income tax rates instead of 
receiving capital gains treatment. The bill, as revised by the Senate 
and as finally enacted, however, limited the provision to artists and 
authors. 

The 1950 act contained a special provision dealing with restricted 
employee stock options. This allows part of the gain from options 
eranted emplovees to purchase stock of the employing corporation to 
be treated as capital gain rather than ordinary compensation. This 
provision was represented as an incentive device for management. 


H. CAPITAL GAINS AND LOSSES OF CORPORATIONS 


When special treatment was first extended to sales and exchanges 
of corporate capital assets, it came in the form of restrictions on capital 
loss deductions and not in the form of preferential treatment of gains. 

When preferential treatment was first provided for capital gains of 
individuals under the Revenue Act of 1921, the special flat rate chosen 
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1214 percent) was the then existing corporation rate. At that time 
when the question concerning special treatment for ec apital gains of 
corporations was raised in congressional committees, it was ‘pointed 
out that no necessity existed for applying it to corporations since the 
preferential rate he id been arranged to place the same rate on capital 
gains of both individuals and corporations. The revenue bill of 1921 
as passed by the Senate had included corporations as well as individ- 
uals in the provision for special treatment of capital gains. But it 
should be noted that the special treatment there propose ed was not the 
flat rate tax but 40-percent inclusion of capital net gain in the computa- 
tion of net income. The policy of considering capital gains and losses 
of corporations as ordinary business income or losses continued until 
1932 
When the limitation on losses from short-term stock and bond trans- 
actions was adopted in 1932 with respect to individuals, the same re- 
striction was applied to corporate losses from such transactions.” 
Specific exemption from these restrictions was provided for (1) a 
dea ler in securities (whether an individual, partnership, or corporation) 
as to stocks and bonds acquire ed for resale to customers in the ordinary 
cour f his business, and (2) banks and trust companies.“® Again 
in 19 34, when the polic v of oilse ‘tting capital losses of individuals only 
wainst capital gains and $2,000 of ordinary income was adopted, it 
was also applied to net capital losses of corporations. The graduated 
percentage reduction of gains and losses to be. included in ordinary 
income did not apply to corporations, however. 
The $2,000 limitation on corporation net capit: - losses which might 
be deducted from ordinary income was severely criticized as unfair 
. When, at the same time, net capital gains of corporations continued to 
be taxed in full. It was considered particularly unfair in the case of 

















rhe I ue Act of 1921 increased the corporation income tax rate from 10 to 1214 percent at the same 

led the wartime excess profits tax 
I ent on the flat rate proposed in the bill under consideration in the Ways and Means 
Committee, Dr. T. S. Adams, tax adviser to the Treasury Department, said: “Assuming that the 
rporation f rate will be 15 percent, we suggest in section 407, that you consider the question of limiting 
het 1 gains to 15 percent in the case of individuals. That section does not apply to corporations, 

d t iry, be use the maximum rate is the corporation rate, and it is to be applicable to the 
umount der 1 from the sale of capital transactions, which transactions are now being stopped by the 
operation of the present tax itself’ (hearings before the Committee on Ways and Means on internal- 
revenue rey n, 1921, p. 405 

4 Sec. 206 (b) of H. R. 8245, 67th Cong., 1st sess., as approved by the Senate, November 4, 1921. 

Such losses could be deducted only to the extent of gains from similar transactions but losses disallowed 

1 1 year might be carried forward (to an amount not in excess of the net income) and offset against 
short-term ga ns in the: subsec quent year. The provision for carry-forward of disallowed losses was repealed, 
however, before it became effective by the National Industrial Recovery Act 

6In recommending the exemp of banks from the loss limitation provisions, the Secretary of the 

Ogden L. Mill i: “The Treasury was disposed to agree that it was not unreasonable under 

nd to deny to taxpayers the privilege of offsetting forms of ordinary income through security 

Loss¢ [ think, however, that banks should be expected [exempted]. Banks, as a part of their regular 
busine pure! securities for investment purposes, which become an important element in their necessary 
secondary reserves. Specula tion is not involved, nor is the question of protecting the revenues from 
mproper deductions It is my opinion that, particularly in the case of banks, a tax upon the gains and a 
lenial of the losses is not necessary and cannot be justified.” * * * When Senator Hull inquired of 
fr. Mills where to ‘‘draw the ne betwee ‘nt banks that are performing a legitimate banking business and 
nks that have security affiliat ind a inds of security connections,’’ Mr. Mills replied, ‘‘Well, banks 
ire inevitably in the business of  buyi ng am id selling securities to some extent. Their income from buying 
ind selling securit es is norma Ibu iness income, and I think they are entitled to take losses on their normal 
busing om But the fellow we are trying to hit is the man who is wiping out his normal income from 
livide i business profits by taking paper losses on the sale of stocks. We are perfectly willing to 

\ tion on his norm | business losses and to tax him on his normal business ins But we 

eu I llow } to wipe out his normal business gains by irbitrary taking of losses on 
utside tra ctio A S6 ek Cae Se it is true of banks. It is a part of their normal business to buy and 

1] rit i therefore their lo irise in the normal course of events and they are not arbitrary or 
ctitiou le for t purpose of wiping out the normal income”’ (hearings before the Senate 
Committee on Finance, on Revenue Act of 1932, 72d Cong., Ist sess., pp. 31-32). 

7 The t nmittee staff ch drafted the percentage-inclusion plan stated with respect to the 
wpplicat or itions, **The met hod here propose = is designed especially for individual 
Howeve nded that consideration be ¢ siven to ipply the same method to corporations in 

i x ganization eeliminated * * * (Preve m of Tax Avoidance, preliminary report 

rib mittee of th ‘ommittee on Ways and Means, 73d Cong., 2d sess., 1933, exhibit C, Memoran- 
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sales of depreciable peer such as machinery or plant and equip- 
ment used in the trade or business. Primarily to take care of this 
latter situation, Congress, ye the Revenue Act of 1938, provided for 
the full deduction of losses on sales of depreciable property used in 
the trade or business by excluding such property from the definition 
of capital assets. 

The $2,000 limitation continued to apply to corporate losses on 
sales of property not subject to de *preciation, including losses arising 
from the sale of real property, to the extent that the loss was allocab le 
to the land as distinguished from depreciable improvements upon the 
land. As already mentioned, difficult administrative problems involv- 
ing allocation of the sale price between land and improvements arose 
from this nonuniform classification.™ 

The 1939 Revenue Act, by making long-term capital losses of corpo- 
rations fully deductible under the income tax, eliminated the necessity, 
insofar as corporations were concerned, of allocating losses between 
depreciable and nondepreciable property.*’ Short-term corporate 
capital losses, however, were subject to the same limitations that were 
then apphed (under the Revenue Act of 1938) to individuals. In other 
words, short-term losses of corporations could be oifset only against 
short-term gains, and a l-vear carry-over of the excess of losses was 
allowed but only to the extent of the ordinary income in the vear of the 
net short-term loss. Thus, for the first time a distinction was made 
between short- and long-term capital losses of corporations.” 

Both long-term and short-term net capital gains of corporations 
continued to be included in ordinary income and subject to regular 
income tax rates until 1942. 

Under the World War Il excess profits tax, enacted in 1940, long 
term capital gains and losses of corporations were excluded from the 
computation of excess profits net income. but short-term gains and 
losses of corporations were riven the same treatment for purposes 
of the excess profits tux as the income tax.” Net oalns from the sale or 
exchange of depreciable assets held over 18 months were excluded 
from excess profits net income although net losses were deductible in 
full. 

The treatment of capital gains and losses of corporations under 
the Excess Profits Tax Act of 1950 differs from that provided under the 
World War IL tax. Under the 1950 act both long- and short-term 
gains and losses are excluded in determining net inceme for the 
excess profits tax year and for base period vears. Net losses from 
assets falling within the scope of section 117 (j) are ineluded in the 
determination of income in the excess profits tax vear but are excluded 
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TAX TREATMENT OF CAPITAL GAINS AND LOSSES 
from the taxpayer’s base period net income. This means in effect 
that net losses are fully deductible in the excess profits tax year, 
but are excluded in the computation of base period net income. 

In connection with the 1942 Revenue Act, 
abolish the distinction between short- and long-term losses of cor- 
Instead of eliminating this distinction, 
in the opposite direction of treating corporate capital gains and losses 
more nearly like those of individuals. 
short-term distinction retained but the 6-month holding period adopted 
for individuals was also applied to corporations and a special prefer- 
ential rate was provided for capital gains of corporations for the first 
The maximum rate of tax on corporate net long-term capital 
equivalent to the effective alternative 
capital gains of individuals.” 
also provided that long-term losses of corporations could no longer be 
applied against ordinary income. 
short- and long- term — must be merged and offset against capital 
Unlike individuals, 
agerations are peated to take into account 100 percent of the 
gain and 100 percent of the loss realized on long-term assets and are 
not allowed to apply anv excess of capital losses over capital gains 
The excess of losses over gains can be 
however, as a short-term loss for 5 years, as in the 





proposals were made to 
porations. Congress moved 


Not only was the long- versus 


gains was fixed at 
rate on net long-term 


25 percent 
The 1942 act 


As in the case of individuals, 
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against their ordinary income. 
carried forward, 
case of individuals, 

REVENUE CONSIDERATIONS 

Appraisal of the capital 
capabilities and deficiencies 
unfortunately, 
information 
effects of this tax is not readily available. 
the fiscal significance of the capital gains tax has remained the subject 
of considerable controversy. 

It has been pointed out that, over vears of prosperity and depression 
its revenue contribution is slight and is secured at the 
expense of disproportionate cost of administration as well as effort 
and expense incurred by taxpayers in compliance. 
tax reply that, although the yield from capital gains taxation is now 
smell compared with the total yield from income taxation, it is by no 
Furthermore, 
appropri ite to evaluate the tax solely or even primarily on the narrow 
basis of direct revenue yield. 
primarily a matter of equity. 

In the past, Congress has paid close attention to estimates of the 
probable revenue effects of contemplated changes in the capital gains 
the case for limiting deductibility 
capftal losses meme has rested werieks on revenue con- 
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siderations. It is important to study the revenue vield for such indi- 
cations as may be gained about the tax’s effect under dfferent economic 
conditions. 

A. DIRECT REVENUE YIELD 


The direct revenue yield from capital gains taxation is that portion 
of income tax revenue attributable to capital gains and losses actually 
taken into account under provisions of the revenue act in force. This 
annual vield depends on a number of factors: First, on the trend of 
prices which determines the over-all balance between gross apprecia- 
tion and depreciation in value of capital assets during a year, regard- 
less of whether or not these changes in asset values are realized; 
second, on vag extent to which individuals and corporations choose to 
realize these or prior vear changes in asset values;” third, on the 
number and average size of realized capital gains and losses and their 
distribution among taxpayers with different amounts of ordinary 
incomes; and fourth, on the legal terms (percentage exclusion, ete. 
under which realized capital gains and losses are taken into account 
inthe tax base. Variations in any of these factors will tend to produce 
variations in yield. 

Table 1 gives a summary of the aggregate amounts of net statutory 
capital gains and losses that have been admitted to the tax base in 


past years. These figures are by no means uate from vear to 
vear since they are affected by changes in provisions governing thei 
admissibility to the tax base. For example, capital losses of indi- 
viduals are shown in the table to have been relatively large in 1930 and 
1931. These were, of course, heavy loss years but the statutory 


amounts shown are large partly because, at that time, short-term net 
losses could be taken inte account without limit. Similarly, statutory 
net capital gains of individuals since 1934 are understated in compati- 
son with prior vears because the post-1934 amounts are affected by 
the provisions for percentage exclusion of long-term gains which have 
been in force since that time. 

All figures in table 1 are net balances of statutory gain or loss after 
each individual or corporation has balanced gross realized gains against 
gTOSS losses to whetever extent was permitted by the statute. The 
losses therefore represent the tax returns of different taxpayers than 
do the gains. 

The purpose of table 1 is not to show trends in aggregate amounts 


of realized capital vain and loss. Conside red as time se ‘rie Ss, the firures 
are lacking in homogeneity. Rather the purpose of table 1 is to indi- 
cate, by way of bac keround, the absolute size of pa sts aia capital 
cain ¢ ind loss e¢ mponent of the income tax base in different vears. 


In 1928, the record year, the mdividual sian tax base was in- 
creased by a $4.5 billion excess of net capital gains over net losses. In 
1931, the worst vear, net realized capital losses of individuals exceeded 
gains by $2.7 billion. The net capital gains component of the indi- 
vidual income tax base, whic! 1 by 1946 hs ae recovered to an excess of 
$3.3 billion over  losse s, amounted to only $2.3 billion in 1947 aa 1948, 
under a statute which took only 50 percent of long-term gains and 
losses into account. 

Since the data in table | do not include capital Cains and losses 
realized by individuals not required to file income tax returns, they 
afford a less complete picture lor cariie’ than for later years. As the 
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individual income requirement for filing has been lowered, an unknown 


amount of gain and loss attribute able to the additional cover age of 


smaller incomes has appeared in the total amounts reported. 

In order to pass from data of the sort shown in table 1 to actual 
revenue estimates, it is necessary to determine the mess rates at 
which the net statutory capital gains admitted to the tax base : 
taxed and the effective rates at which net statutory capital losses are 
allowed. This is simple for net long-term gains realized by taxpayers 
using the alternative compute “net since the amount of tax attribu- 
table to such gains has usually been tabulated. For all net short- 
term gains and for those net long-term gains realized by taxpayers not 
ising the alternative computation, however, the determination is 
difficult. These taxpayers merge their statutory net capital gains and 
deductible losses with other items of ordinary income and compute 
tax liability on the total statutory income. 


It is necessary, therefore, 
to estimate the effective rates applied to capital gains and losses in 
these 1 returns from tabulations showing the structure of reported gains 
and losses by their own size and by size of the net income of taxpayers. 
Unfortunately, the information available for determining these effec- 
tive rates is not as complete as might be desired. 
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Inasmuch as the needed information concerning the structure of 
capital gains and losses is not always available, it must b ee 
for some years on the basis of analogies with other years in which 
different aggregate amounts of capital gain and loss were re ce “dl, and 
in some cases, where different statutory provisions existed for taking 
cain or loss into account. It is therefore unavoidable that the esti- 
mates of revenue yield from capital-gains taxation should be subject 
to a relatively large margin of error.” 

Estimates of the net tax revenue derived directly from capital gains 
and losses, both of individuals and corporations, are given in table 2 


This table indicates, as would be expected, that the vield from capital- 
gains taxation is extremely variable from year to year. In fact, the 
capital-paite tax is the most sensitive element to economic changes 
in the entire Federal tax structure. 


rAaABLE 2 Estimated revenue yield from capital gains and income taxation, 1926-451 
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As the base of the personal income tax has been broadened and 
rates increased, the relative importance of capital gains as a revenue 
source has declined. In the period 1926 through 192 9, the tax yield 
from realized capital gains of individuals was more than $1.5 billion, 
or roughly 40 7 of the total yield from individual income 
taxation during that - t-year period. In the year 1928, capital gains 
were responsible for virtually as much tax revenue as all taxable 
ordinary incomes. In contrast to this experience, during the 10-year 
period 1938 through 1947, the total yield from capital-gains taxation 
of individuals was approximately $2.9 billion, which is less than 3 
percent of the total yield from personal income taxation. 

The substantial yield, in dollar amounts, from capital gains taxation 
of individuals during recent years reflects mainly the impact of war 
and postwar economic expansion and inflation on values of capital 
assets. To some degree this vield also reflects the limitations on 
deduction of net capital losses from ordinary income in effect since 
1934. 

Although loss limitations serve to maintain yield, the possibility 
of postponing realizations of capital gains is also a factor tending to 
reduce this tax’s yield. Since liability may be avoided simply by 
holding — gains unrealized, many taxpayers, particularly in the 
upper income brackets, tend to hold appreciated assets for long periods 
of time. These taxpayers tend to hold their gains either until they 
may be offset against losses or, presumably, often for life because 
under present law accrued capital gains are transferable free of income 
tax at death. Such statistics as are available concerning the age 
distribution of capital assets at time of realization support the fact 
that longer holding is characteristic of higher income. 

In the vear 1936, for example, 36 percent of the capital gains 
realized by taxpayers with less oon $5,000 of net income had been held 
for less than 1 year, and only 17 percent of the capital gains of this 
income group were attributab le to capital assets held more than 10 
years. On the other hand, taxpayers with more than $1,000,000 of 
net income in that same vear realized less than 3 percent of their 
capital gains on assets held less than 1 year and 84 percent of their 
capital gains on assets held more than 10 years.” The average age of 
capits al g gains realized increases steadily as one goes up the income 
sc ‘ale. 

Ceisnnitions capital cains have been a consistent source of net 
revenue since 1934, when loss limitations were first imposed, and 
less volatile revenue source than the capital gains of individuals. 
Traditionally, the capital gains of corporations have been treated more 
nearly like ordinary income and taxed without percentage-exclusion 
provisions. 


B.fsize AND STRUCTURE OF THE CAPITAL GAINS TAX BASE 


In analyzing revenue as well as other aspects of the capital-gains 
tax, it is desirable to examine briefly such quantitative background 
information as is available concerning the size and structure of the 
tax base. Information of this sort is given below for 1945, 1946, and 
1947, the latest vears for which tabulations are available. The special 
tabulations do not cover fiduciary returns. 


Statist f Income Supplement Compiled from Income Tax Returns for 1936, sec. 1V, Capital Gains 
ind Le 5, pp. 31 and 32 The above percentages are based on the actual net capital gains realized befor 
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Details concerning the number of individual income tax returns 
with net gain or loss from sale or exchange of capital assets are given 
in table 3. About 50 million returns were filed in 1945, almost 53 
million in 1946, and 55 million in 1947. Net capital gains or losses 
were reported on 2.1 million returns in 1945, on 2.7 million in 1946, 
and on 2.5 million in 1947, between 4 and 5 percent of the total 
number. 


TABLE 3 Vumber of individual income-tax returns with net statutory capital gains 
or losses, 1945, 1946, and 1947 
i 46 return } M7 
i I ‘ G I { I 
Taxable retu 1, 58 7 845, 524 1. 975. 10 { R7 1 1 9 7 GTR 
Adjusted 
er (\) Wy) 79) 999 239 1. 266, 883 6. 62 f 9 41 
Ad ested ( 
$5 OK 2? 62 6S 708, 222 ), OF | 2 7 
nircteronl suet 88° 48 ee . 
N tax et R7 84 { 7 OAD. & &5.8 24 2 71 
Potal 
I ; i] 2,2 s 157 x . 19 
urce: Pre vt Bure I Re 


The large majority of returns with capital gains or losses were tax- 
able. In 1945, 95 percent of the tax returns containing net gains and 
88 percent of those containing net losses were taxable. The total 
number of nontaxable returns rose between 1945 and 1946 and, as a 
consequence, the number of nontaxable returns with gains and losses 
also increased.” In 1947, the number of nontaxable returns, although 
lower than in 1946, still exceeded the 1945 figure. 

A very small proportion of the total number of returns with net 
rains had sufficient ordinary income to be affected by the 25-perce int 
maximum effective rate limitation under the alternative capital gains 
tax computation. In 1945, the number of returns with capital gains 
subject te the alternative tax was 88,000 or less than 6 percent of the 


} 
I 


‘tal number with gains: in 1946 and 1947 the number decreased 
84.000 and 69.000. respectivelv. er to about 4 percent of the numl 
with gains. This de 


ber 
‘rease was attributable in part at least to the fact 
that the alternative rate was applicable at a lower point on the income 
scale in the earlier vear shia in the two latter vears ($16,000 of surtax 
net income in 1945 as compared with $18,000 in 1946 and 1947 
More than four times as many individual taxpavers reported net 
capital gains in 1945 and 1946 as reported net capital losses, while in 
1947 one return with net losses was filed for every three returns with 
net gains. Over 60 percent of the taxable returns containing either 
net gains or net losses in all 3 vears had adjuste d gross incomes of less 
than $5,000. Thus, the majority of capital gains and losses, in num- 
ber if not in amount, were realized by relatively small] investors 
The aggregate of net statutory capital gains included in adjusted 
gross income of individuals totaled $2.3 billion in 1945, $3.3 billion 
in 1946, and $2.5 billion in 1947. The preponderant part of this 


% The increase nthe number of nontaxable returns ¥ is prot ibly due to the higher rt ns 
for married couples in 1946 and 1947 In 1945, the normal tax exemption was a flat $500 or $500 plus the income 
of the spouse on joint returns with a max um of $1,000. In 1946, the normal tax exemption was raised to 


$500 for each exemption claimed on the return 


*” The higher breaking point resulted from the reduction in ordinary individual income tax rates 


ipplicable 
to the years 1946 and 1947. 
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statutory gain was long-term which is only 50 percent taken into 
account for tax purposes the excess of long-term gains over long-term 
losses before the 50-percent exclusion, reported on all individual returns 
was $4.2 billion in 1945, $6.8 billion in 1946, and $4.8 billion in 1947. 
These amounts are larger than the aggregate long-term capital gains 
reported by individuals . either 1928 or 1929, due primarily to the 
longer holding period in force during the earlier years. Details con- 
cerning the distribution of these gains in 1945, 1946, and 1947, be- 
tween long- and short-term, along with a similar distribution of net 
capital losses, are presented in table 4. 


TABLE 4 lmounts of net capital gain and loss in individual income-taxr returns 
1945, 194 and 194° 
Dollar amounts in millions 
4 1946 1947 
N Net Net Net N g Net lo 
Retu 
“ SING, f Sr $247 SIAL. 7 S151 $39.7 
l 
5.35 ». 6 275. 1 “ 2, 361.2 6.0 
4, 157. ¢ a3 6, 556, 2 11.8 4,722.5 12.0 
( 27.2 1. ¢ 14.9 
R 
} 61.0 8.9 257. 1 13.1 168 
S 1.1 24 111.4 241. ¢ tif 333. 2 
I 8.2 190. 7 222. 8 483.2 0.6 666.4 
( t ny m2 9 19 
irrent-year net short-term capital gains and losses exclusive of los 
( Tel 
lusion allowed long-term gains and losses under present law 
‘ us i 
5 I , Bureau of Internal Revenue 


{mong returns with net capital gains, the relative smallness of 
aggregate short-term gains is noteworthy. This is doubtless due in 
part to the shortness of the present 6 months’ holding period necessary 
to qualify gains as long-term. Most taxpayers find it expedient to 
hold appreciated assets more than 6 ro 

Among returns showing net losses, statutory short-term losses 
which a unrecovered losses obi: over from prior years) were 
larger than statutory long-term losses (not including carry-over). 
However, if the carry-overs are dcdactad from short-term losses and 
the long-term losses are corrected for the 50-percent exclusion, long- 
term losses exceeded short-term losses for such returns in 1945 
and 1947. 

Among returns showing net gains, long- and short-term losses were 
small in 1945 and 1947. There seems to have been very little off- 
setting in those vears of long-term losses against short-term gains 
and of short-term losses against we term gains. However, short- 
term losses for returns with net gains were substantially higher in 
1946 than in the other 2 years. Nonetheless, by comparison with 
long-term gains, 1946 a losses were still relatively small. 

The figures in table 4 are net balances remaining after matching of 
current-year abit loss and the loss carry-over against short- 


In 1928 and 1929, total ind ” Ine ~apit il gains were larger than in 1945; short-term gains accounted for 


, 
t 60 nercent of the total in 1928 <tr bout 50 percent in 1929. The holding period was 2 years. In 
194 th a holding period of only 6 months. short-term gains wer of negligible importance 
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term gain and current-year long-term loss against long-term gain, 
although they are gross balances before cross matching of short-term 
loss against long-term gain and vice versa. Consequently, table 4 
gives no indication of the extent of offsetting by individuals of 
against loss within the short- and long-term categories, respectively; 


cain 
this offsetting may have been substantial in aggregate amount 

An indication of the concentration of capital gains among larger 
incomes may be seen in the fact that, although less than 4 percent of 
the taxpavers reporting capital gains in 1946 and 1947 had sufficient 
other income to benefit from use of the alternative tax. these tax- 
payers accounted for about 28 percent of all statutory net capital 
eains realized by individuals.’ 


More information concerning the structure of capital gains and 


losses may be gained from table 5 which shows 1945, 1946, and 1947 
realizations by income size classes As the table indicates, net statu- 
tory capital gains of individuals were more concentrated among 
larger incomes than were net capital losses \loreover, the higher 


the income level the smaller were aggregate capital losses relative to 


:, mm . ‘ 1 : | ; 
oains Chis is consistent with the pattern which has been observed 
for earlier vears ¥ 
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Additional significant distributions relating to individuals reporting 
net capital losses on their 1945, 1946, and 1947 tax returns are given 
in table 6. This table shows net capital losses reported in 1945 before 
and after the statutory limitation and those carried forward from 
years 1942 through 1944. Similarly, for 1946 and 1947 the table 
shows the net losses before and after the statutory limitation and 
those carried forward from years 1942 through 1945 and 1946, re- 
spectively.* 


TABLE 6.— Net capital losses of individuals reported in 1945, 1946, and 1947, after 
statutory limitation and net capital losses carried over fram previous years 


Net capital losses j 
Pek : ss ead ’ Carry-over 





: from 
djusted gross income size class j 
A AJUSU LTO inco { Ze la Before After pre vious 
statu ory st itutory years ! 
limitation limitation 
1945 
Millions Millions Millions 
Under $5,000 $172.8 $96. 4 $54. 2 
$5,000 to $10,000 8.3 20.5 41.0 
$10,000 to $25,000 Lin 4 27.0 61.4 
$25,000 to $100,000 70.8 11.5 52.9 
Over $100,000 20.58 1.1 15.4 
Te ] taxat 445.0 165 995.0 
No DI 69. 2 2s. 1 26.3 
G i total 14.2 } 251.3 
194¢ 
Under $5,000 s 97 47.1 
$5,000 % , 4.1 44.8 
$10,000 to $ q 136.1 41.4 66, 0 
$25,000 10,000 WN 19.1 g 
Over $100,000 ] v 
Tot x is 2t 7 0.6 
N x 8.0 16.4 17.7 
© ta ON ii 978.2 
47 
200 110.4 55.3 
l ) 53.0 415.4 
‘ 7h 1 
] } 64. 6 
26.7 21.6 
I O16. { 238. 1 265. 0 
\ 14.0 $ 66 
( l 760. ( 297. € 1.9 


1 Includes amounts reported on individual returns with net capital losses only. 
Source: Preliminary tabulations, Bureau of Internal Revenue. 
NOTE. Figure ire rounded and will not necessar ly 1dd to totals. 


Table 6 indicates that individuals with lower incomes (and on the 
average smaller capital losses) were able in 1945, 1946, and 1947 to 
recover a substantial part of the tax value of their capital losses 
through offset against ordinary income. Naturally, the larger capital 
losses associated with larger incomes depend more heavily for relief 
upon carry-forward against future capital gains than upon income 
offset. In view of the greater frequency of capital transactions among 
individuals with larger incomes, the carry-over privilege has greater 


4 Losses may be carried forward for 5 years. This change was made beginning with 1942, so that 1947 


is the first year with a full 5-year carry-over period. 
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value to higher income taxpayers, and tends partly to offset for them 
the stringeney of the prevailing loss limitation against income. 

It is impossible on the basis of data for a 3-vear period to judge the 
adequacy of existing provisions for recovery of capitallosses. How- 
ever, the relatively small size of the aggregate capital-loss carry-over 
and the substantial portion of smaller net capital losses offsettable 
against ordinary income in 1945, 1946, and 1947 suggest that existing 
loss limitations are not unduly burdensome to the majority of tax- 
pavers in a period of risin g prices. At the same time, for a minority 
of taxpayers existing law provides something less than perfect loss 
treatment-—even during a period of capital expansion and inflation 


C. INDIRECT REVENUE EFFECTS 


The indirect revenue effects of the capital-gains tax are of two 


types. First, the preferential rate encourages conversion of ordinary 
income into long-term capital gain. The amount of revenue loss 
attending this tax avoidance, while not readily measurable, is clearly 
substantial. It depends on the size of the differential in the tax 


rates applicable to ordinary tncome and capital gains and on the 
number of technical means available to accomplish this conversion. 
Second, the capital gain and loss provisions exercise some diane 
on taxpayer decisions to hold or to sell capital assets. By encouraging 
or retarding realization of capital gains and losses, the provisions 
affect tax vields 


V. Rate anp Houpinec-Pertiop Prosiems 


The existing provisi ms for pre ferentis al treatme nt of long-term cap- 
ital gains represent a blend of past policies—policies of in this 
preferential treatment in two distinct forms—namely, (1) by a flat 
alternative rate (which benefits only those taxpavers W ho have large 
ordinary incomes and also realize capital gains) and (2) by allowing 
the exclusion of a percentage of long-term capital gains realized (which 
benefits all taxpayers realizing gains regardless of the size of their 
incomes). 

Historically, rates of tax applied to long-term capital gains have 
varied considerably in relation to tax rates on ordinary income. No 
final agreement has vet been reached as to the proper relationship 
between these two rate schedules. The degree of preferential treat- 
ment applied to long-term capital gains, therefore, has varied both as 
a result of changes in the rates of tax on ordinary income and modifica- 
tions in the alternative rate on capital gains. 

If the rates on long-term capital gains were fixed primarily with 
reference to some equitable standard, they should move proportion- 
ately with the rates on ordinary income. The fact that capital-gains 
rates have not so moved is perhaps indicative of the concern which 
has been felt for devising rates which would not interfere unduly with 
operation of the capital market 

In analyzing preferential treatment of long-term capital gains, it 
is desirable to distinguish the general objectives of preferential treat- 
ment from the specific objectives of present methods for furnishing 


5 Such losses in revenue are greatest when net gains are given favorable tax treatment and net losses are 
given ordinary loss treatment his treatment was the general rnle under the Revenue Act of 1921. It 


is now limited to sales and exchanges of assets falling under secs. 117 (j), 117 (1 and 11 


, 











32 INCOME TAX TREATMENT OF CAPITAL GAINS AND LOSSES 


that preferential treatment. The general case for preferential treat- 
ment rests largely on the equity and market problems that arise when 
capital gains are not taxed until realized. The case for the existing 


type of preferential treatment turns in large measure on administrative 
considerations. 


A. PURPOSES OF RATE AND HOLDING-PERIOD PROVISIONS 


1. General purposes of prefe rential treatment 

The first objective of preferential rates for long-term gains is to 
reduce the impact of the progressive rate structure of the individual 
Income tax on those bunched gains of individuals who have only in- 
frequent transactions in capite al assets. Lf properly implemented, this 
purpose might be served by provisions which would tend,. for indi- 
viduals with similar net incomes, to e qualize tax rates on similar-sized 
anbdual accruals of capital gain, 

A second general purpose of preferential treatment for long-term 
capital gains might be to provide a specifie tax incentive to invest- 
ment in capital assets. In connection with this purpose, the holding- 
period requirement is often considered essential; many who might 
favor granting a tax concession to investment in capital assets for 
incentive reasons would not wish to extend this concession also to 
gains resulting from speculative dealings. 

A third purpose of preferential capital-gains tax provisions is to 
reduce the deterrent influences of the tax on sales of capital assets. 
This consideration arises as a consequence of the rule that only 
realized gains are taxable. 

The second and third purposes just mentioned have most regularly 
been served by providing an alternative rate of tax available to indi- 
viduals with ordinary incomes above a minimum size. Under the 
alternative rate, the amount of preference provided varies directly 
with the ordinary income tax rate structure and the size of a person’s 
ordinary income. 


y] 


Fi Purpose of the prese? t type of capital gains tax structure 


in shaping the present ty pe of preferential tax treatment for long-term 
gains and in causing the re jee tion of more nearly equitable methods of 
handling capital gains such as (a) the annual accrual method, (6) pro- 
ration of capital gains at ee of realization over the years of accrual, 
or (c) averaging capital gains, either alone or as part of a program for 
comprehensive income averaging. The present type of preferential 
treatment os undoubtedly defeetive on equity grounds but it does 
avoid some of the procedural and administrative complexities charac- 
teristic of the alternative methods. 
If tax equity were the only consideration, either the annual accrual 


Administrative = legal considerations have played a major part 


method or some method of distributing capital gains at the time of 
realization to prior years here be preferable to the existing type of 
tax provisions. Although the present combination of percentage ex- 


clusion and a flat alternative rate for extending preferential tax treat- 
ment to long-term gains has evolved as a compromise and possesses 
the force of familiarity derived from past usage, the amounts of pref- 
erence and the area of preferential treatment might call for modifica- 
tion as economic conditions or tax policies change. 
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B AENGTH OF THE HOLDING PERIOD 


Fe Distinguishin / speculation trom investment 

Experience with holding periods reveals, from the very beginning 
of preferential treatment im 1922, a legislative mtention to tax capital 
yains from speculation and from investment differently. This inten 


' 
he fact that logical and workable defini- 


tion has persisted despite 1 
tions necessary to permit drawing a clear line between the two have 
not been develope d. Congress has realized this and conss que ntly has 
followed the ceneral proposition that the difference between spec ila- 
tion and investment ts related to the time an asset is held 

If the difference between an investor and a speculator is conceived 
to be that the former is primarily interested in the income possibili- 
ties of his investment whereas the latter is primarily concerned with 


resale price, the holding period is Important because, the longer one 


holds, the less important resale price tends to be in relation to total 
yield over the lifetime of the investment. Similarly the shorter the 


period of asset ownership, the more important is likely to be the con- 
tribution of resale price to total vield and the smaller the contribu- 
tion of annual yield These relations, however, are rough and 
numerous exceptions may be found. 

One reason the above generalizations do not hold in all cases is 
that the distinction between income and appreciation is by no means 
clear-cut. One might own a security for 20 years and realize no 
current income since all profits were reinvested. At the other 
extreme, Income might outweigh appreciation in a security or othe 
investment owned for a very brief period. 

In place of the distinction between speculation and investment 
based on the period of holding assets, some anal sts would Say that 
the difference between the two functions is primarily one of intent; 
but such a distinction Is neither objective nor decisive Kon exampl 
one may buy a capital asset with every intention of holding it for a 
long period, vet actually sell it within a week due to some unfore- 
seen change in specific investment prospects or personal position. 
Similarly, one may purchase an asset as a speculation with eve ry 
intention of reselling within a few davs, vel 


ble period of time 


actually hold it for 


considera 


Since speculation and investment differ primarily in degree, a 
holding period merely draws an arbitrary line bevond which taxation 
on investment income) is more lenient. Opinion as to where this 
1 


line should be drawn differs.” Some maintain that a 


elatively short 
holding period, for example 6 months or in extreme cases as little as 
1 month, is sufficient. Others maintain that a longer holding period, 
for example 18 or 24 months, is desirable. 

In spite of its inadequacies, a distinction between speculation and 
investment based on the period of holding is probably the most 
objective and workable one available. A 1-year holding period, 
however, might be justified solely on the ground that income taxa- 
tion is an annual affair, and without any reference to the speculation 
versus investment distinction 





Cf. Can Gains Taxatior x Institute. Tr 104 
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2. Equalizing tar on capital gains of varying age 

It has frequently been conceded that taxpayers with capital gains 
that have accrued over more than 1 year should be given some sort 
of special tax treatment upon realization of these long-accrued gains. 
This equity consideration has led to several attempts at tax differen- 
tiation by age of gain at the time of realization. 

Krom the beginning of special taxation of capital gains in 1922, the 
statute has consistently incorporated a provision for at least one 
holding period. This period has distinguished between short-term 
capital gains, accrued over too brief a period to warrant preferential 
treatment, and long-term capital gains requiring special treatment. 
During the thirties the desire to provide equitable tax treatment for 
long-accrued gains led to legislative acceptance of the idea of grad- 
uating percentage inclusion by age of asset. 

Any attempt to graduate the capital-gains tax on an age basis will 
require either several separate rate schedules or more than one holding 
period with different percentages of inclusion. A structure that pro- 
vides substantial tax reduction on older gains will also provide a sub- 
stantial incentive to postpone realization of gains until such time as 
the advantages of lower effective rates can be obtained. Moreover, 
several holding periods, each with decreasing percentage inclusion of 
gains and losses, may also produce loss offset problems. A short-term 
loss will offset more than its amount of long-term gain. This was the 
case, for example, under the 1934 legislation. It is also true of present 
law which takes 100 percent of short-term loss but only 50 percent of 
long-term gain into account. 

The amount of preference that should be provided to overcome this 
age-of-gain consideration is probably considerably smaller, in most 
cases, than it has often been conceived to be. This is because the 
effect of concentration of capital gains in the vear of realization 
depends on the size of the gain in relation to the taxpayver’s location 
within a surtax bracket and also on the amount of rate graduation 
between brackets. Moreover, in many cases the tax-increasing 
effect of concentrating a large capital gain accrued over several years 
in the year of realization may be offset, or more than offset, by im- 
plicit interest on the tax postponed until realization. Even if the 
interest-on-tax-postponement factor be disregarded, it is practically 
impossible to devise any general percentage-inclusion formula for all 
taxpayers with gains that will accurately take account of the effect 
upon tax liabilities of bunching taxable gains in the year of sale or 
exchange. In other words, a percentage-exclusion formula may be 
designed to fit the case of taxpayers with large gains and small incomes, 
small gains and large incomes, or some other combination, but no 
simple formula will fit all cases. 

The percentages of exclusion allowed capital gains of various ages 
in the past have borne no discernible relationship to the amount of 
additional tax resulting from concentration of capital gains in the year 
of realization for a representative taxpayer. Such a. relationship might 
be worked out for a taxpaver with an income of a certain size and a 
certain amount of capital gain. In most cases the result would 
probably be nearer to the formula that the typical taxpayer should be 
allowed to exclude (say) 1 or 2 percent of any gain for each year over 
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one it had accrued, than to the usual percentage-exclusion formulas of 
prior or present law. 

Use of large percentages of exclusion, either in connection with 
single or multiple holding periods, has provided significant induce- 
ments to continued holding of appreciated investments. For this 
reason, the use of a number of holding periods, with only a slight rate 
craduation for each, might be desirable. Moreover, slight rather 
than sudden drops in rates between holding periods might produce 
more equitable tax results. 


S. Proposals to eliminate holding pe / iods 


It has been proposed, on grounds that the holding-period provisions 
of the capital-gains tax were believed to have undesirable market 
effects, that these provisions be eliminated. The outstanding pro- 
posal of this type was the Boland bill, considered by Congress in 1942.7 
This bill would have subjected all capital gains, 


regardless of the 
length of time capital 


assets had been held, to a flat rate tax of 10 
percent. Proponents of the measure not only argued that it would 
reduce the undesirable market effects they attributed 1 


i to capital ea2ins 
taxation, but also that it would encourage realization of accrued gains 


sufficiently LO produce a net increase in revenue vie ld. Opponents of 
the measure (including the ‘Treasury regarded it as inequitable and 
were not willing to concede that it would increase tax yield. 

The two proposals (flat rate and no holding period ) contained in the 


Boland bill miay be analy zed separately. The holding-period require- 


ment might be eliminated without imposing a uniform flat rate of tax. 
In this case preferential treatment, in the form of percentage exclusion 
and (where applicable the alternative rate, might be extended to all 
capital gains regardless of thei period of acerual. Likewise the 
10-percent rate might be considered either as a untform flat rate or 
merely as an alternative rate lower than that now in existence. It 
could be coupled with existing holding-period provisions. 
Kliminating the holding period altogether while retaining ex 
rates would simplify the capital gains tax 
] 


} 1 
undoubted! 


etin 
l iiis 


* 


J 


provisions and would 
v be convenient from a taxpayer compliance standpoint. 
lt might produce some additional revenue compa 
provisions. 


red with existing 
At present short-term losses, 50 percent of which would 
be disallowed, are larger than short-term gains 
Extending preferential tr g r, 


‘catment to all capital gains would, however 
encourage add 


itional taxpaver efforts to convert ordin: ry income into 
capital gains. Eliminating the holding period would also reverse the 
established policy of Congress that some distinction between specula- 
tion and investment is desirable, however rough 


this distinction 
may be. 


A uniform flat rate of tax on capital gains, such as proposed by the 
Boland bill, would, depending on its level, 


either raise the rate ap- 
plicable 


to some individuals while reducing it for others or lower the 


effective rate for all taxpayers though by different relative amounts in 
individual cases). 


Use of a flat rate would amount to splitting tax- 
paving ability into two separate categories and to denving the applica- 
bility of progressive rates, elsewhere accepted, to capital gains.  Like- 
wise, a flat rate tax would foreclose any solution to the problem of 


TH. R. 6358, introduced Jan. 12, 1942. 
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equalizing the rate of tax on annual accruals of capital gains. Since 
all gains would be taxed alike, those accrued over many years would, 
in effect, be taxed less on an annual rate of accrual basis than would 
gains accrued over shorter periods of time. 

If the holding-period device is to be maintained, a one-year holding 
period mis oht a reconsidered. This woul 1 de ‘Ti favorable treatment 
to all gains realized within the vear and would tax at least some specu- 
lative activity more heavily than it is taxed at present. It would also 
be consistent with the annual basis of the individual income tax which, 
to date and apart from net operating loss carry-over, takes only very 
limited account of fluctuations in incomes from year to year” The 
mere fact that a one-year period has some obvious recommendations 
does not mean that the older 18-month and 2-vear periods are without 
merit, 


C. ANALYSIS OF EXISTING PROVISIONS FOR PREFERENTIAL TREATMENT 


Leceptance of the principle that capit: a gains are taxable only at 


« 


time of realization furnishes the main equity argument for preferential 


treatment. But there are divided views iii the proper degree 
of preferential treatment It has been held that a tax rate structure 
for long-term capital gains which is equitable may unduly restrict the 
realization or gains and induce an undesirable amount of tax post- 
ponement. At the other extreme, a rate structure which will inter- 


fere comparatively little with realization 1s often considered inequit- 
able and as placing a premium on income-tax avoidance. 
1. Equity 

Once the principle of preferential treatment for capital gains accrued 
over longer than a vear is accepted, the amount of preference neces- 


sary to give equitable tax results can be appraised from two distinct 
though related viewpoints. One of these is how to maintain reason- 
ably equitable relationships between taxpayers who have only ordi- 
nary incomes and other taxpayers who have both ordinary incomes 
and capital gains. The other is how to maintain tolerably fair treat- 


ment ae the group of taxpavers having both capital gains and 
ordinary incomes, but ranging all the way from large gams accrued 
over a long period and low incomes to small short-term gains and 
high mcomes 

The percentage-exclusion treatment is one method of extending 
preferential tax treatment to long-term capital gains but has been 
subject to some misunderstanding. When originally introduced in 
1934, it was claimed that percentage exclusion produced results simi- 
lar to proration of capital gains to their period of accrual, without 
raising the well-known neneneres difficulties connected with pro- 
ration. However, it can have such results only coincidentally. The 
tax effect of ap portionin iz capital gains, either to the years of holding 
or some arbitrary period, could be eee only by application of 
different percentages of exclusion to different taxpavers, depending 
on their income positions and the size and ages of their respective 
capital gains. No set of provisions for uniformly scaling down capital 


me earned over 36 months or more and the pro. 


isions for carry-over 
ysses are the only relief features, aside from the capital gains provisions 


nit 
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vains on the basis of their ace alone and irrespe etive of either their 
size or the income position of the taxpayer can possibly produce the 
effects of apportionment 
If the main purpose of percentage-exclusion provisions is equitable 
taxation of lumpy capital gains this obje tive might better be attained 
me 


by averaging of realized capital gains but not necessarily averaging of 


all SOUrCeS of income Avera Ping pl ‘OVISIONS and t holding F=De} iod pro- 
visions for percentage exclusion of longer term capital gains will not 
produce similar tax results avieeaiin cloes not allow exelusion of 


Hiyy portion of realized Owais 
Che percentace exclusion li ethod of preferential treatment 1s more 


equitable than the flat alternative rate Percentage exclusion is a 


convenient method of extending 
? 
' 


! 
o all taxpavers realizing capital gains 
} 
i 


some ineasure of the preferential treatment, The alternative rate is 





less def nsible on strict equity 
of taxpaying ability and grants a varving degree of tax preference to 
different Laxpavel 

The amount of additi Mal tax due to concentrating Capital Gams in 
a single veal dene nds on the SIZ of rain relative to t] ev rth of in ore 
tax brackets and also on the amount of graduation in income-tax rates 
between bra lke ts Unde r the existing personal 


the amount of additional tax due to this coneentration diminishes as 


mcome-tax structure 


the Sli Ze of in ome increas’ s both a because Lax brackets are W ider at 
hig oher than at lower income levels and h because rate differences 
from bracket to bracket are smaller. Thus, the need for preferential 
tax treatment is vrreatest for taxpavers with smal] and middle i womes 
Kor ataxpaver W ith sufficient ordu harry income LO pl; { e him continually 
in the maximum surtax bracket, lumping of capital gain in the vear o 
ization is not a factor increasing tax lability. Only gains which 
large in relation LO ordinary lneome and are realized OV taxpavers 

lower and middle surtax brackets tend to increase tax liabilit 
disproportionately 

qu its able tax treatment for capital valns can only be devised in the 

oh) 


lative to the 


t of knowledge concerning the patterns ot capita | Pains and losses 


patterns of ind: idual incomes. \lt hough such know] 


edge Is incomplete, due to gaps and hete rogenelt\ in the statistical 
neat ‘rials a Tew veneraliza tions Peay safels be drawn roth the re- 
corded experience Kor example ad capital vans tend to be mor 
nequally distributed than ordinary tncomes; (6) individuals with 

er statutory net ticomes enerally report more favorable ratios 


etween capital gains and losses than individuals with lower net 
Incomes; and (¢) capital galas are an important source of the largest 
incomes, but the pattern of capital losses by income size classes is less 
stable than the pattern of gains ee to income 

Available data also ind 
capital gain and loss depends heavily on what happens to sci 
prices in any vear. Stock market transactions 


source of capital gains and losses 


icate that the aggre rate volume of alized 


are the predominant 


The majority of « tal eains and losses. in number if not in value, 
are realized by iauray small investors. For example, in 1945 
1946, and 1940 about two-thirds of the taxable individual returns 


| ' nut } hed tabulat l ce H. Seltzer r the C ‘ | | 
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containing either net gain or net loss had adjusted gross incomes of 
less than $5,000. In 1946, less than 85,000 of the more than 2 million 
individual income-tax returns reporting either net capital gains or net 
capital losses had sufficient ordinary income to use the alternative tax. 
However, this small group of taxpayers, less than 4 percent of those 
reporting gains in 1946, accounted for more than 28 percent of all 
statutory net capital gains realized by individuals. Under the Reve- 
nue Act of 1948, the proportion of taxpayers having capital gains who 
can benefit from the alternative rate is even smaller since the minimum 
income requirement for the alternative rate has been increased by the 
rate reduction and by income splitting. The Revenue Act of 1950, 
by raising rates on ordinary income but leaving the alternative rate 
unchanged, enlarged the area of advantage under the alternative rate. 


B. Th ming of realization 


The present holding-period provision in the capital gains tax en- 
courages holding of capital gain unrealized for at least 6 months and 
realization of losses within 6 months. The incentive to hold gains 
unrealized, to the extent that this incentive is responsive to tax pro- 
visions, depends on the length of the statutory holding period and the 
amount of decrease in tax liability obtainable from holding bevond that 
statutory period. Under present law this decrease in tax is often 
suflicient to make a smaller long-term capital gain equal in value after 
tax to a larger short-term capital vain. 

This is illustrated in table 7 which shows, for different-sized capital 
gains and different levels of ordinary income, the relative amounts of 
short- and long-term capital gain that are equal after tax. For 
example, a long-term gain of $5,195 leaves a taxpaver with $50,000 of 
ordinary net income as much after tax as does a short-term gain of 
$10,000. The table shows that the tax inducement hold gains 
until they become long-term increases as the level of a taxpaver’s 
income rises. 


iat , ‘ — , net ioe 
Larue 7.—Amounts of long-term capital qains which would yield the same income 


as specified amounts of short-term capital gains, by selected ordinary net 


MARRIED PERSON—NO DEPENDENTS 


If short-term gain is 
’ 1 { _ 
5.000 | $10.000 $25,000 50.000 
oO il ex ‘tions : | $10, | ded, j $50, 
' | = 
The following long-term gains would be 
equivalent after tax 
$5,000 $4,346 $8, 423 $19, 252 $32, 751 
$10,000 4,170 8, 104 18, 280 ol, 297 
15 Ww = ORG 7 769 17, 333 0, 131 
$25,000) 5 500 6, 897 15, 626 28, OST 
. ux 2. 661 5,195 12, 403 22, 421 
$100,000 1,715 | 3, 381 8, 229 | 15, 211 
SA) (OK 600 1, 200 3, 000 6, 000 


1 Under the Revenue Act of 1950, rates for calendar year 1951. 


Although the normal tendency under present law is to realize losses 
and to postpone realizing gains and although this tendency is strength- 
ened by 100-percent inclusion of loss on short-term transactions against 
only 50-percent inclusion of gain on long-term transactions, there are 
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several other tax and nontax factors operating simultaneously to 
modify this tendency. Obviously, taxpayers will realize gains regard- 
less of tax if convinced they are likely to maximize their net gains by 
selling rather than waiting until later when markets may be less 
favorable. Furthermore, if a taxpayer has either unused capital loss 

sarry-overs from prior vears or realized losses in the current year, he 
will have a motive for realizing some gains in order to offset his losses. 
This motive will be strengthened the more the permissible loss offset 
against ordinary income is limited. 

A further indication of the effects of length of the holding period on 
realization may be seen in the following comparison: In 1941, when 
the holding period was 18 months, approximately 27 percent of 
ported net capital gains of individuals with net incomes were short 
term.” In 1943, after the holding period had been reduced to 6 
months and segregation of short-term capital gain and loss eliminated, 
only 16 percent of reported net capital gains of individuals with net 
incomes were short term."’ Since that time the ratio of short- to 
long-term capital gains reported has continued to diminish. <A similar 
comparison of the distribution of net capital losses realized in 1941 
and 1943 is not possible from available data.” 

3. Conve rsion of ordinary income into long-te rm capital gains 

The preferential tax treatment granted long-term capital gains 
encourages taxpayers to convert ordinary income into this tax-favored 
form. A number of devices are used in attempts to accomplish this 
conversion and tax saving. The methods available differ depending 
on Say type of income involved. 

» long as capital gains tax rates remain well below the rates on 
siieiaiatlitee amounts of ordinary income, conversion of ordinary 
income will be attempted and will raise difficult problems of tax 
administration. 

Vi. Carrrat Loss Orrset 


The central problem concerning the treatment of capital losses has 
been one of effecting a proper compromise between two conflicting 
considerations 

Advocates of liberal allowances for capital losses have contended 
that such liberalization would prevent income taxes from having too 
undesirable impacts on capital, Insure more equitable treatment of 
taxpavers suffering losses, and improve incentives to investment. 

Proponents of capital loss limitations, in turn, have expressed 
opinions that these limitations are necessary to protect income tax 
revenue during depression periods, to limit tax avoidance, and to 
balance the fact that long-term capital gains are taxed at preferential 
effective rates 


Reported net short-term gains in 1941 were net of current year short-term loss and preceding year net 
shor’-term loss carry-over 

Figure re derived from hasic tables in Statistics of Income, pt. 1, 1941 and 1943 Che 1943 tabulations 
ire final No doubt part of the percentage reduction in short-term gains is attributable t he ¢ with 
which short-term gains could be converted into long-term gains through the short-sale d ‘ hus, the 
percentage reduction indicated above is not entirely attributable to the shorter holding px 

? No short-term losses were tabulated separately in 1941 ¢ dus to provision of the re 1 v hick 
prohibited offset of short-term loss against either long-term gains or ordinary incomes, but permitted su 
losses to be carried forward 1 vear Consequently, only the carry-over from 1940 w tabulated 1941 
Short-term net capital losses for 1941 cannot be identified in the 1942 tabul tions which are on a diffe t 
basis due to a change in the revenue act in that year. Segregation of short-term capital gain and loss in 1941 
tended to restrict the amount of short-term loss reported, at least relative to a period such as 1943 when 
short-term | va t segregated 
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A. PURPOSES OF CAPITAL LOSS PROVISIONS 


Although proposals for revising the income tax treatment of capital 
losses differ in a number of important respects, there exists a consid- 
erable measure of agreement concerning the major objectives of the 
policy of allowing some tax credit to those who sustain capital losses. 
A brief review of these may contribute toward better understanding 
the need for capital loss offsets and may provide a broader perspective 
for judging the relative merits of specific proposals. 


1. Prevent income tax from bearing on capital 


The primary purpose of allowing an income tax deduction for real- 
ized capital losses is to avoid taxing capital as income. 

According to the definition generally accepted, net income is what- 
ever a taxpayer receives in a given year over and above maintenance 
of his capital. A true net income tax should thus logically allow 
appropriate deductions for whatever losses the taxpayer may sustain; 
these losses, in effect, reduce his net income as defined above. If loss 
provisions in an annual net income tax are inadequate, part of the 
impact of the income tax will necessarily fall on capital. 

According to the theory of net income taxation, when a taxpayer 
suffers a loss, what is required is an adjustment of his taxable income, 
either for the current year, previous years, or subsequent years. A 
net loss deduction is esse intially a tax adjustment between a taxpayer 
and the Government. This applies both to operating losses and 
capital losses, though it does not necessarily imply that the nature or 
amount of the tax adjustment permitted should be similar in the two 
cases. 

Inadequate provision in the personal income tax for capital losses 
is, from the standpoint of the taxpayer realizing both gains and losses, 
the equivalent of a higher effective rate of tax on gains. For a tax- 
payer with no gains but only losses, inadequate loss provisions mean 
a higher effective rate of tax on ordinary income. P roper loss pro- 
visions, Which from one standpoint avoid taxing capital as income, may 
from another standpoint be regarded as minimizing undesired tax 
rate differences among different individuals. 

Since the Government shares in the taxpayer’s gains, it has been 
strongly urged that the Government should also share in his losses 
by granting him appropriate tax concessions. However, what con- 
stitutes a reasonable partnership relationship between the investor 
and the Government is a difficult question. In the case of capital 
gains and losses, it has sometimes been pointed out that the terms of 
partnership are inevitably weighted in favor of the taxpayer by the 
fact that the Government has no voice in the decision as to when to 
realize gains or losses. This consideration implies that the nominal 
tax terms of the p irtnership might appropriately be weighted slightly 
in favor of the Government in order to counterbalance the control 
that the taxpayer exercises Over timing of realizations. However, 
the taxpayer's decisions to buy or sell are sometimes made on the 
basis of factors over which he has no control. Severe loss limitations 
may, therefore, produce serious hardships in individual cases. 

Another view is that the partnership should be parallel on the gain 
and loss sides of the investment account. Losses should reduce tax 
liability by the same percentage that a gain of corresponding size 
would have increased it. This principle will be discussed in detail at a 
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later point in this chapter. It is sufficient here to note that parallelism 
as thus defined cannot be applied consistently under a progressive 
rate structure. Many proposals for so-called parallel loss treatment 
do not in fact approximate this result even roughly. 

2. Limit unwillingness to assume risk 

A second and also generally agreed objective of tax relief for net 
capital losses is to minimize undesirable impediments to risk taking. 
This requires that tax provisions be neutral toward the form which 
individuals’ investments take. Inadequate loss offsets may, in effect, 
operate to reduce the net vield after tax of the more risky investments. 
This may shift investments away from new, risky undertakings and 
equity issues toward more seasoned, stable ventures and debt 
securities. 

In practice, it is difficult to approximate the standard of neutrality 
since any tax on property income inevitably affects incentives to 
invest. However, the closer loss offset provisions approach technical 
perfection, the fewer will be the cases in which capital is ac ‘tually 
impaired as a direct consequence of taxation. 


3. Increase tarpayer liquidity and ability to reinvest following loss 


A third significant purpose that income tax provisions for net capital 
losses can serve is to ease the financial strain on taxpayers that may 
accompany realization of losses. 

In the area of investment incentives, considerable importance 
attaches not only to the amount of tax benefit allowed an investor 
who suffers loss, but also to the timing of this tax benefit. Prompt 
tax concessions to losses would help restore the ability and willingness 
of taxpayers to reinvest more quickly than would otherwise be the case. 


B. PURPOSES OF LOSS LIMITATIONS 


Despite the equity and economic considerations favoring generous 
allowances for net capital losses in the individual and corporation 
income taxes, another set of considerations suggests limitations on 
the deductibility of capital losses from ordinary income. 

i. Tim ing of reali >ation 

Limiting the amount that may be deducted from ordinary income 
on account of capital losses forces some taxpayers to realize gains, if 
they wish to avoid wasting the tax value of their losses. If losses 
could be charged more liberally against ordinary income, taxpayers 
holding portfolios showing both accrued gains and losses might be 
under less pressure to realive their gains and might continue to post- 
pone tax liability by retaining only their appreciated investments. 

Thus, loss limitations influence the timing of realization. They 
help control postponement of capital-gains tax and tend to increase 
income-tax revenue. The tax-conscious investor, regardless of loss 
limitations, will attempt to time realizations of capital gains and loss 
in such a manner as to mimmize his tax liability and to maximize his 
net gain after tax. 

Limiting the extent to which capital losses may be taken against 
ordinary income but allowing losses to be deducted without limitation 
from capital gains tends to favor holders of diversified portfolios of 
capital assets over those who hold only a few properties. Investors 
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who hold only a single capital asset are able, under present law, to 
offset no more than $6,000 of a net capital loss and that in no more 
than $1,000 annual installments over a period of 6 years beginning 
with the year in which the loss is sustaine <i. In some cases, this may 
not be effective in meeting the taxpayer’s financial difficulties. Strict 
loss limitations are likely (a) to produce hardship for some taxpayers 
with moderate resources and (6) to delay or prevent reentry into the 
capital market by small investors who are forced to liquidate their 
only asset at a loss. 


e. Re venue conside rations 


The belief that Federal tax revenue should be protected in the event 
of a severe price decline is the prineipal basis for the loss limitation 
provision of existing law. However, with the decline in relative fiscal 
importance of the capital-gains tax this consideration has become less 
important. Neve whe less, any of the proposals for substantially more 
liberal offset of capital losses against current income would un- 
doubtedly have to overcome this revenue objection. 

The year 1931 was illustrative of the tvpe of situation out of which 
the revenue protec tion reason for capital-loss limitation emerged. In 
1931 the tax-reduction value of short-term capital losses was unlim- 
ited, but that of long-term losses was restricted to 12% percent. Due 
to the precipitous decline in security prices in that year, the net direct 
revenue loss attributable to net capital losses of individuals is esti- 
mated to have been $89 muilliop. That loss represented a much 
greater threat to tax revenue at a time when all other individual 
income yielded only $335 million,” than it would now when personal- 
income-tax yield has multiplied many times. 


> 


3. Structural defects and taxr-avoidance proble ms 

The third reason for imposing limitations on deductibility of capital 
losses has been to forestall income-tax avoidance likely to result from 
structural imperfections and unanticipated defects in the technical 
tax provisions governing capital gains and losses. 

Throughout the period of the modern income tax, but especially 
since the early 1930’s, many have felt that short-term capital losses 
are apt to be more speculative in origin, and more subject to manipu- 
lation than are anes losses. Concern over tax avoidance has 
resulted not only in special limitations on short-term capital-loss off- 
sets (by requiring, for example, that taxpayers keep these losses segre- 
gated from long-term gains and losses, as in 1938-41) but also in 
provisions for denying income-tax deductions to losses arising from 
intrafamily sales of capital assets. Special concern has developed 
over allowing tax deductions in cases of fictitious loss—arising in such 
transactions as short sales of securities. 

The effort to cope with avoidance problems through technical 
revisions in the tax law has continued.’ To the extent that these 
problems can be met directly, it would be more feasible to allow 
investors with net capital losses equitable terms in which to recover 
the tax value of their losses. However, more serious problems of tax 


13 See ¢ IV, table 2 

‘or example, the Revenue Act of 1950 made one such revision covering short sales of capital assets 
mendment provided that where a short sale of securities or commodity futures is made and there- 
i, 





is “long” and ‘‘short’’ positions are maintained, so as to give an actual short-term gain the 
fa long-term gain, the gain will be treated for tax pu ‘po ses as short-term. 
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avoidance might develop as a result of allowing larger capital-loss 
offsets against ordinary income. 


C. METHODS OF PROVIDING FOR CAPITAL LOSSES 


Alternative methods of providing tax adjustment for capital losses 
have somewhat different objectives and effects, as the following 
analysis will indicate. 

1. Parallel treatment 


A number of proposals for revised tax treatment of net capital losses 
seek to modify the existing loss limitation by moving once again 
toward loss provisions more nearly parallel or analogous to the tax 
rates applied to capital gains. In the case of each such proposal, it 
is clear that the primary concern is with parallelism for long-term 

capital gains and losses. ‘There is much less agreement that the treat- 
ment applie «d to short-term gains should be paralleled in case of short- 
term losses. 

Many of the current proposals for postwar revision of the capital- 
gains tax contemplate a return to parallel treatment of long-term gains 
and losses. For example, the majority report of the Special Tax 
Study Committee to the House Ways and Means Committee recom- 
mended that, since long-term gains are now effectively taxed at a 
maximum of 25 percent, long-term capital losses should be allowed to 
reduce tax li: ibility by 25 percent of the loss." 

The persistent opinion that long-term capital gains and _ losses 
should be treated in a parallel manner for tax purposes probably 
stems partly from the belief that the patterns of gains and losses, 
respectively, are somewhat similar. To a large extent, however, this 
is not the case. By income-size classes, capital gains tend to be dis- 
tributed in a manner closely paralleling dividends.'® This means that 
as one goes up the income scale, capital gains are consistently a higher 
percentage of the larger incomes. 

Capital losses, on the other hand, are much less concentrated among 
the larger incomes. In the period 1934-41, approximately 40 percent 
of aggregate re alized capital losses fell on statutory net incomes below 
$5,000. Another 40 percent fell on incomes between $5,000 and 
$25,000; hence only 20 percent were realized by individuals with 
incomes above $25,000." 

As previously indicated, the phrase “parallel treatment for capital 
gains and losses” usually refers to a set of tax provisions under which 
losses will reduce tax liability by the same percentage that a gain of 
corresponding size would increase it. ‘This tvpe of parallelism can be 
achieved only with a flat-rate tax and tax credit; for example, if a 
taxpayer’s ordinary income is high enough to place him continuously 
in brackets where the maximum alternative rate on capital gains 1s 
applied. In this situation a tax credit equal to the maximum rate on 
gains for capital losses would provide parallel treatment. 

tevision, 1947-48 (hearines before the Committee on Ways and Means, House of Represen 
ng., Ist sess., pt. 5, p. 3624). 


his parallel between the income distributions of capital gains and dividends suggests 
insactions are a major part of the transactior ‘apital 





it retained earnings are a major source of capital gain 
eance of this distribution must be qualified by the i iu 1 ‘ 
this period. It is believed, however, that this does not too greatly exaggerate the con- 
Ss among smaller income 
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This effect is not achieved when capital gains and losses are included 
in taxable income that is subject to graduated rates. Under a gradu- 
ated rate structure, since gains taken into account are added to 
ordinary income and losses are deducted from ordinary income, a 
taxpayer with a stable ordinary income will tend to pay a higher rate 
of tax on gains than he receives in tax credit on losses, if the gains and 
losses are sufficiently large to move him into different tax brackets. 
When both ordinary incomes and income-tax rates are variable, tax- 
payers may receive either higher or lower tax benefits from losses than 
the rate of tax paid on capital gains. However, because gains are 
more likely to be realized during high-income years and losses during 
low-income vears, the tendency would be for taxpayers to be subject 
to relatively higher rates on gains. Moreover, under an annual income 
tax, some portion of the deduction for large capital losses may be 
wasted unless capital-loss carry-overs are provided. 

There is no remedy for this lack of parallelism in the treatment of 
capital gains and losses under a graduated rate structure, if parallel- 
ism is defined as equal amounts of tax or tax credit for equal amounts 
of gain or loss. The same lack of parallelism exists when ordinary 
income varies; it is an accompaniment of graduated tax rates and is 
not peculiar to capital gains and losses. Differences between the tax 
and tax credit on equal amounts of net gain and loss may be mini- 
mized, however, either under a limited system of income averaging 
that would apply to realized capital gains and losses (100 percent 
taken into account) and to other sporadic and variable elements of 
income, or under a general averaging system applicable to all incomes. 

Se (OK, Cn Bee GON OS ee ee eee for 
net losses would be maximized, if (a) fluctuations in ordinary income 
over a period of years seven hho out, (6) capital losses realized 
during the period were offset against sataal gains realized in the 
same period, and (c) the average net excess of gains over losses were 
added to average ordinary income or the average excess of losses over 
gains were deducted from average ordinary income. 

The usual type of proposal which purports to provide parallel treat- 
ment for gains and losses is therefore defective primarily because of 
the effect of graduated rates. The tax-reduction value of a loss ac- 
crued over several years but realized in a single year will be less than 
if equal parts of the loss were apportioned to the years of accrual. 
Just as the lumping of capital gains in a single year tends to push 
taxpavers into higher surtax brackets and to increase their tax lia- 
bilities beyond what they would have been had (a) increments of 
gain been taxed prior to realization or (b) the whole gain at time of 
realization apportioned back to years of accrual, so lumping of losses 
in a single vear tends to push taxpayers into lower brackets and to 
reduce the tax value of the loss below what it would have been under 
either accrual or apportionment. 

This type of reasoning would appear to point toward a percentage- 
inclusion structure for long-term losses different both from that pro- 
vided under present law and from that ordinarily specified in so-called 
parallel treatment proposals. It would probably be more equitable 
from this standpoint to allow more than 100 percent of a net capital 
loss as a deduction from ordinary income, rather than less. 
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2. Income limitations 


The reason for allowing net capital losses to be offset against 
ordinary income is that since many taxpayers have only isolated 
transactions in capital assets, the amount of tax relief for capital 
losses provided by offset against gains alone may be inadequate in 
these cases. Conversely, the greater the relief available as a result 
of offsetting capital losses against capital gains, the less will be the 
need for offset against ordinary income. 

Taxpayers with larger ordinary incomes tend to have larger and 
more frequent capital gains and generally a more favorable relation- 
ship between capital gain and loss than do t taxpayers with smaller 
ordinary incomes. It is primarily the lower and middle income tax- 
payers who require income offset in order to recover the tax value of 
their capital losses. 

The smaller losses are already fairly well provided for in spite of 
the existing income limitation. Raising the income limitation would 
affect primarily those middle-income investors who receive inadequate 
relief under present law. Whether the present $1,000 annual limit 
of loss that can be taken against income should be maintained, raised 
to $5,000, as the New York Stock Exchange has proposed," or in- 
creased to some intermediate figure is a question which should be 
determined, in part at least, by deciding on the distinguishing char- 
acteristics of the representative taxpayer for whom it is desired to 
provide a complete loss offset. 

Raising the limitation on deductibility of net capital losses from 
ordinary income would tend to diminish the number of cases in which 
losses would need to be carried over and thus might not be incon- 
sistent with some shortening of the carry-over period. On the basis 
of the legislative history of the capital gain and loss provisions, carry- 
over and income offset have been regarded as essentially substitutes 
for one another. However, these alternative methods of tax relief 
are by no means perfect substitutes, due to marked differences in the 
experience of particular taxpayers with gain and loss. The more 
frequent a taxpayer’s transactions in capital assets and the more 
successful his investment decisions, the more benefit will he derive 
from loss carry-over and the less will he require income offset. 

Raising the permissible offset of net capital losses against ordinary 
income would involve some revenue loss directly on account of the 
better loss recovery allowed taxpayers whose re lief is now inade quate. 
Indirectly, even larger losses in revenue might be involved in the 
postponement of realizations of gains on appreciated investments by 
taxpayers who could, under the higher income offsets, recover capital 
losses against income but otherwise would have done so by cashing 
capital gains. 

If an increased income offset for net capital losses is considered 
desirable but, at the same time, a uniform maximum income offset 
for all taxpayers is considered less equitable than one which will vary 
in accordance with the different circumstances of various taxpayers, 
consideration might be given to allowing unlimited offset of net 
capital losses against certain selected elements of ordinary income if 


18 Economic Progress: Tax Revision and the Capital Markets, a tax study submitted by the New York 
Stock Exchange, October 1947, p. 25 
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not against the total. For example, it has been proposed that tax- 
payers be allowed to offset capital losses against dividends without a 
limitation just as they can now offset capital losses against capital 
gains up to any amount.” 

This proposal would favor those taxpayers who have relatively 
large amounts of dividend income compared to their capital losses and 
would discriminate against other taxpayers who do not. It might be 
preferable to merge all property income (rather than dividends alone) 
with capital losses if this theory were to be followed. Even this treat- 
ment, however, would be unfair to those taxpayers who happened 
to suffer relatively large capital losses but had insufficient property 
income to offset them. In general, therefore, liberalization of the 
offset of capital losses against certain elements of income only is apt 
to be less equitable than programs for raising the income limitation 
without regard to the income source. 

8. Carry-over provisions 

The third general method of providing for capital losses is through 
allowing unused losses to be carried over against capital gains and 
ordinary income of other years. Carry-overs serve to spread the 
revenue cost of loss allowances over several years rather than concen- 
trating them in a single year. They also provide more equitable 
treatment for those taxpayers whose bunched losses would otherwise 
receive severely limited recognition for tax purposes. 

(a) Carry-forwards versus carry-backs.—From mes economic stand- 
point, adequate carry-over provisions for losses may not only prevent 
taxation from striking an investor’s capital, et 3 may also help the 
investor to overcome the illiquidity accompanying an unsuccessful 
investment. Either a carry-back or a carry-forward may provide 
equitably for taxpayers with fairly stable income. However, carry- 
backs will favor taxpayers whose incomes are declining, while carry- 
forwards will favor taxpayers whose incomes are rising. 

If a taxpayer is allowed to carry a capital loss backward, that is, 
to adjust his taxable income for previous years downward, his current 
position will tend to be made more liquid by prompt refund of an 
amount of past tax payments based on the size of his capital loss. 
Carry-forward of losses does not extend this element of current liquid- 
ity directly to private investors, although some may nevertheless be 
motivated to reinvest currently in anticipation of the future tax 
benefit to be realized from the loss carry-forward.” 

The economic effects of these alternative policies turn on such 
questions as (a) are private investors or the Government better able 
to bear the illiquidity that accompanies declining prices and reali- 
zation of capital losses? and (6) how much better will taxpayers 
respond with new investments if their liquidity is increased by current 
tax refunds? 

So far as the first question is concerned, there would seem to be but 
little doubt that the Federal Government will be better able to com- 
mand credit during a time of depression than will the private investor. 
The second question requires weighing intangibles, but it is conceiv- 
able that adding to a taxpayer’s hquidity by way of tax refunds may 
increase his willingness to invest. In other words, current tax refunds 


ww Cf, Lewis H. Kimn el, Postwar Tax Policy and Business Expansion, Brookings Institution, 1943, p. 38. 
20 It may also be noted th it, the longer the carry-forward period, the larger the amount of interest lost by 
the taxpayer on the « deferred tax credit. See ch. IX, sec. B 
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for capital losses might well operate to increase current investment, 
although the quantitative relationships involved are unknown. 

Generally speaking, provisions that allow capital losses to be carried 
back will imply a greater administrative burden (opening up returns 
for previous years, etc.) than provisions that allow losses to be carried 
forward. Administrative considerations, then, are likely to be in 
conflict with economic considerations in this connection. 

(b) Length of carry-over period.—lf the main reliance for recovery of 
net capital losses is placed on carry-over rather than on income offset 
it would seem clearly desirable that the carry-over period be long 
enough to provide reasonably complete recovery of the tax value of 
capital losses by a substantial majority of the te ixpayers who sustain 
losses. ‘The exact period that will do this is uncertain. Some indi- 
cation of the adequacy of different time periods may be obtained, 
however, from such limited information as is available concerning the 
vear-to-year experience with capital gains and losses of an identical 
group of taxpayers. 

A study of the income-tax returns of more than 13,000 identical 
families in Wisconsin covering the 7 vears 1929 through 1935 reveals 
that, although nearly 1,500 of these families realized capital gains at 
some time during the period, a majority of this group, 62 percent, 
reported gains for only 1 year. Less than 5 percent of the families 
reported gains for 4 years, and only | percent reported capital gains for 
each of the 7 years.*! Clearly most persons realized gains infrequently. 

Among the more than 1,800 Wisconsin families in this identical 
turns sample reporting capital losses at some time during this 7-vear 
period, less than half—only 42's percent—also reported gains. Among 
the families who reported capital gains for only one year of the seven, 
60 percent re porte “d no capital losses. 

This evidence is not conclusive, both because the group studied 
may not be representative of the Nation and the period covered not 
typical of other periods. Nevertheless, it suggests that, during a 
relatively short period, capital gaims and losses are to a considerable 
extent realized by different individuals. This in turn suggests that, 
under a policy of segregating capital losses from ordinary mecome, no 
relatively short carry-over period will provide for full recovery of 
the tax value of capital losses of many taxpayers. In the cases where 
carry-over will work, a fairly long carry-over period seems to be 
required. 

If gains and losses were to be segregated from income, and losses 
allowed only to the extent of gains, another method of determining 
a desirable length of the capital-loss carry-over period might be with 


reference to the duration of a relatively long business a Not 
all individuals will find their capital losses compensated by capital 
gains over a complete business cycle. However, such a carry-over 


period will provide, in a rough way, for that group of capital losses 
that are eyelical m origin and ‘ ‘illusory’? in nature. Clearly, capital 
losses resulting from noneyelical price changes might not ve fully 
offset against gains if the carry-over period were limited to one ousiness 
cycle. 

If capital losses are not segregated, but allowed in whole or in part 
against an income, a carry-over period shorter than the business 


Data based on — ulations of Wisconsin State income-tax returns, quoted in Harold M. Groves, Postwar 
Taxation nd he ( Prog ress, McGraw-Hill, 1946, pp. 213-214, 
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cycle may suffice to prevent impairment of capital for most taxpayers 
with moderate portfolios. 

On balance, a rather long carry-forward period for unrecovered net 
capital losses appears not unreasonable either on equity or adminis- 
trative grounds, so long as the existing limitation on income offset 
stands. Moreover, a short carry- back, of one or at most 2 years 
would assist some taxpayers unable to make effective use of the carry- 
forward and would increase the proportion of cases in which complete 
loss offset is possible. 

Although the objectives of tax provisions allowing carry-overs of 
capital losses and of losses from business operations are similar in 
some respects, the periods used for the two carry-overs need not 
necessarily be identical. To obtain the same proportion of capital 
loss utilization as is achieved under the net operating loss carry-over 
provisions, the two periods should be adjusted to the particular experi- 
ence of taxpayers sustaining the two types of losses. 

The relationship between the ¢ carry-over periods for capital and 
business losses will depend on the frequency of occurrence and the 
amount of gains available in prior or subsequent vears to offset the 
losses in each case. In view of the Wisconsin experience cited above, 
segregation of capital losses from ordinary income would require a 
relatively long carry-over period for such losses to assure full offset. 
Whether or not this period should be longer or shorter than the busi- 
ness loss carry-over period cannot accurately be determined on the 
basis of information presently available. 

It is known, however, that taxpavers in the lower- and middle- 
income brackets reporting incomes or losses from business usually 
receive little or no income from other sources. On the other hand, 
taxpayers with moderate incomes who report capital gains and losses 
usually receive them in conjunction with other types of income.” 
( ‘onsequently, if capital losses realized by taxpayers with limited 
capital holdings were allowed to pe substantially offset against ordi- 
nary income, the length of the carry-over period for such losses need 
not exceed that allowed for net operating loss purposes, and might 
even be shorter 
1. Percentage exclusion and segregation 

Since 1934 preferential tax treatment has been extended to long- 
term capital gains by scaling down the percentage of gain taken into 
account for tax purposes. Long-term losses have been similarly 
reduced by percentage exclusion. In the case of long-term capital 
gains, percentage exclusion has been justified partly by the desire to 
reduce the impact of progressive rates on gains accrued over several 
years but made taxable only in the year of realization. The reasons 
for applying the same percentage exclusion to long-term losses are 
less clear but probably derive from the idea of parallel treatment. 

Percentage exclusion of long-term capital gains and losses has some 
definite repercussions on income accounting for tax purposes when the 
results of all transactions in capital assets are merged. For example, 
it has meant that the tax-reduction value of net long-term losses to 
be offset against ordinary income has tended to be less than that of 
short-term losses of equal size. It has also meant that, wheo a tax- 


? See, for example, Studies in Income and Wealth, vol. 8, Analysis of Wisconsin Income, pt. II, pp. 86-90 
and 134-136 
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payer offsets a long-term capital gain against a short-term capital 
loss or vice versa, the statutory net balance of capital gain or loss 
may be fictitious and not representative of the actual result of his 
transactions in capital assets. 

Thus, under present law, a taxpayer who, in a given year, realizes 
$5,000 of short-term loss and $10,000 of long-term gain, is considered 
to have neither gain nor loss. If his position should be reversed, 
so that the $5,000 loss is long-term and the $10,000 gain short-term, 
his taxable net capital gain is considered to be $7,500 and not the 
$5,000 which it actually is on a straight accounting basis. 

This distortion arising from cross-offsetting the gains and losses 
from sales or exchanges of capital assets held less and more than 6 
mouths, respectively, would be prevented if taxpayers were required 
to keep the results of short- and long-term capital transactions sepa- 
rate instead of merging them. It would also be prevented if all 
gains and losses were 100 percent taken into account and percentage 
exclusion applied only to the excess of long-term gain over short-term 
loss. 

Tax provisions requiring that short-term capital gain or loss be kept 
separate from long-term gain or loss would natur: ally tend to impose 
an additional limitation on loss offsets, compared to otherwise similar 
provisions that allow merging of all capital gains and losses when 
computing tax liability. Hence, as already noted, if segregation is 
reintroduced, it might be considered desirable at the same time to 
liberalize income offsets. 

Conceivably, taxpayers might be allowed two separate income 
offsets, for short- and long-term capital losses, respectively, in place 
of the one now granted. These separate income offsets would not 
need to be similar in magnitude but might differ depending (a) on 
the amount of relief believed necessary in the case of long-term and 
short-term capital losses, respectively, and (6) on the extent to which 
it was desired to influence the timing of realization of capital gains by 
tax provisions. 

Historically, segregation of short-term capital losses has been 
regarded as a method of loss limitation calculated to protect tax 
revenue, prevent tax avoidance, and extend less favorable tax treat- 
ment to the results of speculative activity. 

During 1932-33, when losses from the sale of stocks and bonds held 
less than 2 years could be offset only against gains from such sales, 
revenue and avoidance seem to have been regarded as more significant 
considerations than equitable treatment of taxpayers suffering losses. 
In 1938-41, when short-term losses were again segregated, the intent 
seems to have been primarily to avoid extending to losses believed 
to Be largely speculative in origin the income offset granted invest- 
ment losses. 


VII. Grrr ano Deatu TRANSFERS 


Securities, real estate, or other capital assets on which unrealized 
gains or losses have accrued frequently pass from one individual to 
another by gift or as a result of death. The tax treatment of these 
gains and losses 1 is broader than the question of appropriate capital 
gain and loss provisions in the individual income-tax statute. It also 
involves the relation of the income tax to gift and estate taxes. 
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Some students of taxation emphasize that failure of existing law to 
adjust, at time of transfer, the income-tax liability of the person in 
whose hands capital gains or losses accrued prior to transfer leaves a 
gap in the existing tax system. Others either are less concerned about 
this gap or believe that to close it would raise a constitutional problem 
concerning the definition of taxable income. 

The aggregate volume of capital gain or loss transferred by gift 
or at death cannot be determined from current ly available data; no 
reporting of amounts of accrued capital gain and loss thus transferred 
has ever been required for tax purposes. 

During the 10-year period 1933-42, gross estates reported for tax 
purposes averaged more than $2.5 billion per year, while total gifts 
reported average . more than $0.7 billion per vear.2 Not all property 
thus transferred by gift or death represented “capital assets’ as the 
term is used in the Internal Revenue Code but, at the same time, 
many smaller gift and death transfers of capital assets required no 
estate or gift tax returns. Hence, these transfers are not included 
in the figures cited. 

Under existing law it is probable that gains transferred greatly 
outweigh losses in the aggregate. Higher grade investments are more 
likely to be transferred to heirs while tax considerations favor the 
transfer of appreciated property and the sale prior to transfer of 
property that has declined in value. In particular cases, for example, 
in the intergeneration transfer of ownership of successful family busi- 
ness enterprises, unrealized capital gains may account for the major 
part of the total value of assets transferred. 


A. PRESENT LAW TREATMENT AND PROBLEMS IT RAISES 


In accordance with the rule of Kisner v. Macomber that only realiza- 
tion of gain or loss is a ta — event, under existing law no income tax 
adjustment is required of a donor or of a decedent's estate for accrued 
capital gain; likewise, none is allowed for accrued loss included in a 
gift or death transfer of capital assets. This accrued gain or loss will, 
however, be reflected in the bases for estate or gift taxation (value at 
time of transfer). Thus, the gain or loss will affect the amount of 
gift or estate tax liability, provided the transfer is large enough to 
come within the scope of these taxes. As will presently be demon- 
strated, however, omission of gain or loss from the income tax base 
and inclusion instead in the gift or estate tax base does not leave tax 
liabilities unaffected. 

1. Basis for determin ing gain or loss 


Present law provides that the basis for determining gain on property 
acquired by gift after December 31, 1920, shall be the same in the 
hands of the donee as the donor, but the basis for determining loss on 
such property shall be the donor’s basis or the fair market value at 
time of transfer, whichever is lower.° In many cases, therefore, 


23 Statistics of Income for 1942, pt. 1, tables, pp. 294 and 309. 

24 Estate-tax returns were required where estates had a value at time of death of $50,000 if death was prior 
to August 31, 1935, and $40,090 if death was on or after such date Gift-tax returns were required for 1933-38 
where gifts to a single donee within a year exceeded $5,000 and for 1989-42 where such gifts exceeded $4,000. 
Present v requirements for filing estate and gift tax returns are $50,000 and $3,000, respectively. 

31. R. ¢ ec. 11 a) (2 This provision was designed to prevent a person unable to make the most 
fT use of a capital loss from giving the asset with accrued loss to some other person, usually in the 


same famnily, who ¢ ul 1 use the loss to greater tax advantage. This provision first appeared in the Revenue 
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donors will be encouraged to realize accrued losses prior to gift, uniess 
the loss cannot be utilized because of the loss limitation or unless 
continued family control over the property held is desired more than 
the tax value of the loss to the donor. 

In = of transfers of property at death the adjusted basis to the 
estate for determining gain or loss is fair market value at time of 
death or optionally at a later date.“ Thus, both accrued capital 
gains and losses are eliminated at death for income tax purposes. 
This implies a windfall tax benefit to the estates of decedents who 
transfer properties which contain net capital gains and a tax hardship 
to estates of decedents who transfer properties which contain net 
capital losses. The final income tax settlement with a taxpayer at 
time of death may be considered incomplete, since no account is 
taken of his accrued gains and losses as of that date. 


2, Tar postpone ment and avoidanes 


One effect of existing law, therefore, is to furnish owners of appre- 
ciated capital assets with an incentive to transfer these assets by gift 
or at death rather than to realize their accumulated capital gains 
through sale or exchange prior to disposition of their property and to 
transfer the proceeds. By transferring appreciated assets, the donor 
or decedent escapes income tax on the appreciation altogether, al- 
though he may, if the transfer is of sufficient size, incur larger gift or 
estate tax liabilitv which will partially offset his income tax saving. 
The oift and estate taxes, however, also reach property that has been 
saved from ordinary income after payment of tax. Thus, despite the 
fact that higher gift and estate taxes in a sense recover some pre- 
viously untaxed capital appreciation, capital gams are still favored 
compared to ordinary income no matter how high gift and estate 
tax rates may be. 

In case of transfers at death, accrued capital gains and losses are 
not taken into account under the income tax. 

In cases of gift of appreciated property, there occurs a shift in the 
ownership - capital assets and potential continued postpone ment of 
tax liability but not complete disappearance of accrued gain from the 
income tax base. However, the tax liability on the accrued gains 
will be modified, and in many cases probably reduced, where the 
donee has a substantially different income position than the donor, 
provided both are not above the point where the alternative rate on 
capital gains applies. Moreove r, the donee will acquire property sub- 
ject to pote ntial income-tax liability depending on its previous history. 
Thus, equal gifts by a donor to separate donees may have different 
net values after tax even though liquidated simultaneously at the 
Same price. 

Postponement of tax on appreciated capital assets in effect reduces 
the rate of tax on annual accruals of gain by an interest factor and 
therefore increases the resources of the taxpaver during the interim 
by the amount of tax postponed plus interest, compared with what 
these resources would have been if the tax had been levied on an 
accrual basis. 

Although postponement is inherent in the system of taxing capital 
gain only upon realization, gift transfers greatly lengthen the time 


executor elects for estate 


$1. R. C., see. 113 (a) (5 Ba is fair market value at date of death unless 
S¢ the value as of 1 year after death 
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period over which postponement is possible. In extreme cases, secu- 
rities or real estate may be passed by gift from generation to genera- 
tion without ever being brought to account under the capital gains tax. 
The finality of the opportunity to escape tax by transfer at death 
undoubtedly discourages older investors from switching out of assets 
that have appreciated in value. 

In general, an owner of appreciated capital assets will find it ad- 
vantageous to switch investments only if the present value of the 
excess In prospective yield on an alternative investment over the yield 
on his present investment exceeds the tax cost of switching. The 
ability to transfer appreciated assets by gift or death without ineur- 
ring tax liability tends to reduce the attractiveness of alternative 
investments even if their prospective vields are substantial. 

The preferential features of the existing system of capital gains tax- 
ation, namely percentage exclusion and the flat alternative rate, are in 
a sense amplified by the rules governing realization and basis for 
determining gain or loss in case of gift and death transfers of capital 
assets. In substance, a zero rate of tax applies to capital gains on 
assets held until death. This may be considered inequitab le to 
investors who hold appreciating capital assets either for shorter periods 

r longer periods that do not terminate in death. 

"Ra cases of gift, the carry-over of basis and potential tax liability 
from donor to donee affords a measure of equity and protects tax 
revenue somewhat against avoidance. However, it provides for 
no final income tax settlement with the donor-taxpayer. Moreover, 
pee carry-over of pote ntial tax liability from one person to another in 

‘ase of gifts is considered by some analysts to be at variance with the 
ace concept of the individual income tax as a tax on persons according 
to their net incomes. 

If the criterion of realization were set aside and annual or other 
periodic accruals of capital gains and losses were treated as ordinary 
income, the degree of tax postponement or avoidance involved in gift 
and death transfers would be substantially reduced. It would then 
be limited to the tax value of gain or loss accrued either within the year 
of transfer or during the longer period elapsing since the latest accrual 
and tentative tax settlement date. However, if annual or other 
periodic accruals of capital gain were taxed as ordinary income, 
transfer of capital assets by gift or death would seem logically to 
require a final adjustment of the tentative taxes previously levied under 
the accrual plan. 

Because it encourages individuals planning disposition of their 
property not to sell appreciated assets, present law has been criticized 
on the grounds that it impedes the free circulation of invested capital 
funds, freezes older investors into continued holding of assets they 
might otherwise prefer to dispose of, thus limiting their willingness 
to undertake different risks, and restricts the supply of securities which 
have appreciated substantially.” Alternative to the view just cited 
is the opinion that the gift i death gaps in the capital gains tax 
rather than the tax itse lf may be responsible for some of the criticisms 
made against it; ace ording to this view, the e xisting imperfee tions in 
the capital gains tax may also contribute their share to the alleged 
interference of capital gains taxation with fluidity of capital funds and 
the claimed destabilizing effects of the tax on prices of capital assets. 


27 See New Yor Stock Exchange pamphlet, Economic Progress: Tax Revision and the Capital Markets, 
October 1947, p. 23 
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3. Charitable gifts 
A special situation exists under present law governing gifts of 
appreciated capital assets to charity. Not only is no accrued gain 
recognized to the donor but he is also allowed to deduct the full 
market value of the donated property at time of transfer up to 15 
percent of adjusted gross income for purposes of determining income 
tax liability. Thus, in an extreme case it is conceivable that a taxpayer 
might be better off to give an appreciated asset to charity for the 
resultant income tax reduction than to sell the asset and pay additional 
tax on his gain.” 
In general, the effect of present law in ignoring, for income tax 

purposes, the accrued capital gain embodied in a charitable gift favor: 

taxpayers making such gifts in the form of appreciated property over 
those giving cash or other property saved from income which was taxed. 
One method of correcting this discrepancy might be to define gift as 
falling within the concept of realization. ‘This would require the donor 
to pay tax on accrued capital gain when he made the gift. Another 
method might be to require taxpayers giving property to charities 
to use either their basis for figuring gain or market value at time of 
transfer, whichever is lower, in determining the value of their income 
tax deductions on account of charitable gifts. 


4. Relation to gift and estate taxes 


Although capital gains accrued to date of gift or death are not now 
taxed as income to the transferring party, a partial offset results from 
increased estate or gift taxes on appreciated property. The greater 
the value of appreciated property transferred and the higher the rate 
of gift or estate tax applicable thereto, the larger is the proportion of 
the unrealized and hence unt: axed ‘apital gain recovered by transfer 
taxes. This may be illustrated by the following examples. 

If a person leaves a total estate of $500,000 (half to his wife and 
half to his children) of which $400,000 is unrealized capital gain, his 
estate tax is $45,300.°° Had he realized his accrued capital gains 
prior to death and paid tax at the alternative rate,” this would have 
reduced his estate to $400,000 and his estate tax to $31,500. The 
additional $13,800 in estate tax would represent a partial recovery 
(in this illustration, 13.8 percent) of the capital gains tax not collected 
when the gains were transferred unrealized and disappeared from the 
income tax base. 

If this individual’s estate were larger and his marginal rate of estate 
tax therefore higher, relatively more of the “missing” capital gains 
tax would be recovered. For example, the tax on an estate of $5,000,- 
000, belonging entirely to a husband and containing $1,000,000 in 
unrealized capital gain (on which $250,000 tax is avoided by transfer) 


2* Under present law, a single taxnaver with surtax net income of more than $200,000 or a married counle 
with family income of more than $190,000 (after deduction of the maximum allowable charital 
bution) whose marginal rate of income tax is 91 percent would actually gain by giving capital assets they 
own which have appreciated as much as 6) percent or more to charity, up to the allow at le limit. In these 
cases the savings in canital gains tax on the appreciation at 25 percent rlus the redrction in income tax at 


¢ contr. 








91 percent of the value of the donated asset amount to more than the valve of the asset. Of course the tax- 
iver might be better off by continuing to hold the asset than by either selling it or giving it to ch 

At tention was called to the fact that charitable gifts of avvreciated canital a ts might involv 

even a gain, in two pamphlets entitled ‘‘Tax Saving Plus Patriotism” and ‘“‘ Appreciated Assets,’ 

Ck ald nkR ule Foundati on in — 

* This amount is net after lit for inheritance and estate taxes paid to States equal to 89 percent 
basic estate tax liability. Under the Revenue Act of 1948 it is the same in both common-law and community 
property State 7 

his assumes that the amount of gain realized by sale prior to transfer is the sam that transferred 


if no realization takes place 
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under present law would be $830,000 (assuming half were transferred 
to his wife and half to children). Had the capital gains been taken 
and the tax paid prior to death, the estate tax would have been 
reduced to $778,750. The higher estate tax in this transfer of appre- 
ciated property includes a 20.5- -percent offset against the amount of 
capital gains tax avoided. 

The maximum likely offset via estate tax at existing rates is 61 
percent of the potential capital gains tax.*' For example, in the case 
of a $25,000,000 estate containing $4,090,000 of unrealized gain with 
a potential tax of $1,000,000, 61 percent of this potential capital-gains 
tax would be recovered in additional estate tax. As the examples 
illustrate, only in case of very large estates is the recovery of missing 
capital-gains tax substantial. 

In a gift transfer the same sort of offset may operate. Where 
property that has appreciated is transferred, the value of the gift and 
hence the amount of gift tax may be larger than it would have been 
had the capital assets been sold, tax paid, and the proceeds given. 
However, since marginal rates of tax are lower on gift than on death 
transfers, the recovery in the form of additional gift tax of the capital 
gains tax liability avoided by the donor (but shifted to the donee) 
will be relatively smaller than in a death transfer of the same amount 
of gain. Moreover, because of the $3,000 annual exclusion provision 
in the gift tax, installment gift transfers will provide less offset to 
tax postponement on unrealized appreciation than will single transfers 
of the same aggregate size as the series of installments. 

Because of the relatively high exemptions and exclusions in the gift 
and estate taxes, and because the marginal rates of these taxes ean 
now be reduced greatly and the exemptions and exclusions effectively 
increased in the case of married couples by the property-splitting 
provisions of the Revenue Act of 1948,* in the aggregate only minor 
offset could be expected from additional transfer tax. 


B. PROPOSALS FOR REVISED TAX TREATMENT OF TRANSFERRED CAPITAL 
ASSETS 

1. Constructive realization 

Several proposals for revised income tax treatment of gift and death 
transfers of capital assets have been advanced. One is that such 
transfers be treated as the equivalent of realization by sale or exchange 
(at the market values prevailing at time of transfer). Thus, the 
transferor of capital assets would become liable for tax on any un- 
realized appreciation accumulated prior to transfer and would receive 
tax credit for any accrued losses contained in the transfer. 


$$ 


[his takes no account of additional inheritance or estate tax paid to States because untaxed capital 
gains are transferred at death. These can hardly be considered an offset to the Federal tax on capital gains. 
The 61-percent maximum possible offset is based on the existing top marginal rate of 77 percent for tentative 
estate tax reduced by the maximum allowable credit of 80 percent of the basic estate tax (top marginal rate 
20 percent) for inheritance or estate taxes paid to States. If State transfer taxes have marginal rates below 
16 nereent (80 percent times 20 percent), the maximum possible offset might exceed 61 percent. 

32 The Revenue Act of 1948 attempted to equalize the estate and gift tax treatment of property of married 
couples as between common-law and community-property States. With exceptions in the case of com- 
muni'ty-property States, transfers between spouses are generally free of tax to the extent of one-half the 
value of the estate or gift. Moreover, gifts by either spouse to third parties may be aseribed one-half to 
each spouse. Whether this treatment does in fact equalize treatment between common-law and com- 
munity-property States may well be questioned. 

3 Se, for example, H. M. Groves, Production, Jobs and Taxes, 1944, p. 75, also his Postwar Taxation and 
Economie Progress, 1946, p. 219; Committee for Economic Development, A Postwar Federal Tax Plan for 
High Employment, August 1944, p. 31; William Vickrey, Agenda for Progressive Taxation, 1947, pp. 140-141 
and 396. 
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This proposal has usually been associated with programs for full 
taxation of capital gains as ordinary income and unlimited allowance 
of capital losses.** Despite this association, the treatment of gift and 
death transfers as realizations might be considered independently of 
the suggestions for abolition of preferential capital gains tax treatment 
and simply regarded as a possible revision calculated to reduce the 
amount of tax postponement and avoidance on capital appreciation 
occurring under present law, assuming that preferential treatment of 
long-term capital gains and limitations on the deductibility of capital 
losses continue.” 

A variant of the proposal to treat transfers of capital assets as 
realization would make a donor or decedent’s estate taxable on capital 
gains accrued but unrealized prior to transfer, but would limit tax 
credit for capital losses primarily to realized losses.*° This admittedly 
nonparallel treatment was proposed as a method of checking post- 
ponement and avoidance of tax on capital gains transferred and, at 
the same time, preventing abuse of the device of intrafamily gifts of 
capital assets with accrued losses as a method of establishing tax 
deductions. Limited allowance for accrued capital losses at death 
would be permitted,” but no tax credit would be given the donor for 
accrued capital losses contained in a gift.* 

In effect, these proposals to treat either accrued capital gains alone 
or both accrued capital gains and losses as though realized by the 
fact of transfer are analogous to partial application of the accrual or 
inventory method of capital gains taxation. Thus, these proposals 
raise the equity and administrative problems connected with the 
accrual method, though in a different manner than where accrual is 
applied either annually or periodically to all taxpayers owning capital 
assets rather than merely sporadically to those transferring such 
assets.” 

Another possible variant of the proposal to treat transfers of capital 
assets as par Tg of the accrued gain or loss would be to apply this 
principle only case of death transfers, while continuing to treat 
gift transfers as ae ‘r present law (requiring the donee to assume the 
donor’s basis for determining gain). The case for a final income tax 
reconciliation with a taxpayer at death is perhaps stronger than at 
time of gift. Moreover, the tax avoidance danger of allowing con- 
structive realization of capital losses is less at death than in the case of 
gifts. ’ 

This dual system would obviously not produce uniformity in the 
tax treatment of gift and death transfers of capital assets and might 
prove an undesirable barrier to integration of the two taxes on wealth 
transfers. The plan might encourage taxpayers holding appreciated 
assets to distribute them by gift instead of retaining them until death. 


suihanasiniiatinenteteceaticiats 
4 The recommendations of H. M. Groves and the CED (1944) for full taxation of capital gains as ordinary 
income are conditional upon some reduction of surtax rates and ‘“‘adequate”’ provision for income averaging 
Mr. Vickrey’s proposals also include income averaging. In a more recent statement on tax policy, Taxes 
and the Budget, dated November 1947, the CED. indicates (pp. 59-60) that since lower income tax rate 


and averaging seem unlikely to be attained in the near future, preferential taxation of capital gains should 
be retained as the one relief from existing tax deterrents to investment 
Chis is apparently the thought of Randolph E. Paul. See his Taxation for Prosperity, 1947, pp. 27 
and 376 
6 Henry Simons, Personal Income Taxation, 1938, pp. 200-213. 
’ How this limit would be determined the late Professor Simons did not indicat« 
§ This would merely compel a donor to establish capital losses by sale or exchange in order to receive tax 


credit. The more limited the tax credit allowed for accrued capital losses at death, the greater would be the 
pressure on taxpayers to dispose of depreciated assets promptly. 

* Because the valuation problem applies only to transfers not subject to estate and gift taxes; also because 
the period of accrual for gains will frequently be long in case of gifts and estate 


91040—51——-6 
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It would not restrict the postponement of capital gains tax which is 
now possible and which in some cases, by successive gifts, may be 
continued indefinitely, but it would prevent the complete avoidance 
of capital gains tax now possible through death transfers. 

The proposals to tax accrued capital gain at gift or death as though 
realized raises the constitutional question whether such gain could 
properly be construed as taxable income within the meaning of the 
sixteenth amendment. Some attorneys feel that the courts might not 
uphold the taxation of capital gains accrued to gift or death, in view 
of the principle formulated by the Supreme Court in Eisner v. Macom- 
ber * (that appreciation in the value of capital assets is not income 
until realized). Others feel that the Supreme Court has already in 
some cases abandoned the requirement that only realized income is 
“income”’ within the meaning of the sixteenth amendment." 

Irrespective of the relative merits of such views, there is little doubt 
as to the constitutionality of imposing an excise tax on such accruals, 
since it has been held that gift and death are appropriate events for 
an excise tax which need not be apportioned among the States accord- 
ing to population. Imposition of the excise only with respect to that 
part of each gift or bequest which represents appreciation in the 
hands of the donor or decedent would seem to be a reasonable classi- 
fication for the purpose of the tax. If so, the mere fact that Congress 
gives to the valid excise the title of an income tax should not render 
it void. Nor is the difficulty arising from the imposition of surtaxes 
upon a combination of capital gains at gift or death and admittedly 
taxable income an insurmountable one.” 

2. Transfer of basis 

Because of what some consider the constitutional problem and also 
the ability-to-make-payment problem involved in applying the doc- 
trine of constructive realization to capital gains and losses accrued at 
gift or death, the proposal is sometimes made that bequests be treated 
like gifts and that beneficiaries be required to assume the original 
basis of the decedent for determining gain or loss.“ This proposal 
would restore consistency between the income tax treatment of gift 
and death transfers of capital assets and would prevent the removal 
of accrued capital gains at death. However. it would be inferior to 
constructive realization of gains at gift or death as a curb on tax post- 
ponement. Moreover, this proposal would be an additional step 
away from the basic concept of the individual income tax as a direct 
personal tax. It would not provide the final income tax reconciliation 
at death which some consider desirable. 

In the event it should be regarded as impractical or undesirable to 
revise the income tax provisions governing gift and death transfers 
of capital assets so as to reduce postponement or avoidance of tax on 
transferred capital gains, strengthening the gift and estate tax #truc- 
ture might help to recover some of the potential tax revenue now lost 
when appreciated capital assets are transferred. As already pointed 

40 252 U.S, 189, 40 Sun, Ct. 189 (1920). 

4! See, for example, Canital Gains Taxation, op. cit., pp. 41, 42. Also Stanley S. Surrey, The Supreme 
You the Fe ‘eral Income Tax, Ill. L. Rev., March 1941, pp. 779-817. 
— ll, Stock Dividends, Direct Taxes and the Sixteenth Amendment, 20 Colum. L. Rev. (1920), 

43 See fo example, Ca>ital Gains Taxation, on, cit., p. 37, or Vickrey, op. cit., p. 141. In 1942, a Treasury 
suggestion woul | have required the legatee to take the decedent’s basis, but would have allowed that basis 


to bea justed unpwar 1 by the amount of estate tax paid on assets which had appreciated. This still appears 
4 not wholly unreasonable formula. 
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out, where these transfer taxes apply, they provide an incomplete 
tax adjustment for the unrealized gains and losses transferred. If 
exemptions and exclusions under the gift and estate taxes were 
reduced and the rate schedules revised upward, more inclusive and 
substantial offsets would be realized. 

As a partial measure special supplementary estate or gift taxes to 
apply only to accrued capital gains contained in a transfer might be 
developed as an alternative to amending the income tax provisions. 
Transferred capital losses under this scheme would presumably 
require a supplementary gift or estate tax credit. 


Cc. EFFECTS OF PROPOSALS FOR REVISED TAX TREATMENT OF GIFT AND 
DEATH TRANSFERS OF CAPITAL ASSETS 


1. Revenue effects 

Since it is probable under present law that larger aggregate amounts 
of accrued gains than losses are normally involved in gift and death 
transfers of capital assets, treating these transfers as realizations 
should produce a net increase in the income tax revenue attributable 
to the capital gain and loss provisions. It would be difficult to esti- 
mate the amount of this increase, however, in the absence of data 
concerning aggregate capital asset transfers and the structure, by 
income size classes, of the capital gains and losses included. 

Some taxpayers, either after balancing other considerations against 
the tax incentive to sell capital assets with accrued losses promptly, 
or in ignorance of tax provisions, undoubtedly do transfer assets with 
unrealized losses even under present law which allows them no income 
tax concession for such losses. 

If transfers were defined as realizations, not only would loss-taking 
be delayed in some cases ** but also some additional net revenue cost 
would be involved in granting additional income tax deductions to 
taxpayers who transfer properties on which there are accrued losses. 
But the revenue increment obtained by reaching capital appreciation 
which now either escapes income tax altogether (death transfers), or 
by taxing more promptly that appreciation which becomes subject to 
income tax now only after postponement (gift transfers), should be 
substantially larger than the additional loss deductions, thus produc- 
ing a net increase in income tax yield. 

This increase would derive not only from the probability that 
relatively more capital gains than losses not now covered would be 
included in the tax base under the broader definition of realization, 
but also that the additional gains would tend to be more concen- 
trated among larger incomes than the additional losses. 

Requiring the donor or the estate of a decedent to pay income tax 
on capital appreciation contained in his transfer would tend to reduce 
the total volume of capital assets passed on through gift or death by 
the amount of this income tax. Thus, in the absence of rate adjust- 
ments, the additional income tax liability would tend to reduce gift 
and estate tax revenues by shrinking the bases of these transfer taxes. 
The amount of this reduction would, however, be substantially 

44 Because taxprvers would then have the option to take losses either by sale or by transfe1 Any 
in loss r tion would tend temporarily t« ise capital gains tax revenue At the 
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smaller than the gain in income tax yield since, as already noted, gift 
and estate taxes Provide only fractional offsets to the income tax not 
collected when appreciated asset, are transferred 4% The reduction in 

ederal estate tax base would also imply somewhat lower Yields for 
State taxes on inheritances or estates, 

The reyvenye effects of treating gift and death transfers of capital 
assets as realizations would naturally depend on whether this change 
were coupled with existing tax Provisions for Preferential rates on 
long-term gains and limited Joss Offsets or linked with the heavier 
taxation of capital gains and more liberal Joss allowances implied 
under income averaging, The additional revenue from reaching those 
capital gains Which now avoid tax wil] obviously be greater the higher 
are the rates applied to them. Analogously. the cost of allowing 
capital losses to be Constructively realized by transfer Wil increase 
With the liberality of allowable loss offsets against ordinary income. 

f capital gains *ccrued to gift or death were taxed but credit for 
capital losses were limited largely to realized losses, as Professor 
Simons has Proposed, a slightly larger net increase jn revenue yield 
might be *xpected than from Provisions for treating transfers of both 
gain and loss as realizations. This would result from taxing gains not 
now reached at al] or from reaching gains earlier or more frequently 
than they are how tapped while granting few, if any, additional] deduc- 
tions for capital losses. However, in Many cases (if not in all) it 
may be feasible for the taxpayer to realize the logs and obtain the tax 
benefit by selling the asset and transferring the Proceeds. 

A smaller revenue gain might result from treating Only death 
transfers as realizations. while continuing the existing treatment of 
gifts, compared with treating all transfers as realizations. This dual 
System would encourage distributions of Property by gift rather than 
bequest in cases where holders of appreciated 4ssets sought to postpone 
capital gains tax liability beyond death. 

A stil] smaller revenyo gain might be attained if death transfers of 
capital assets were treated like gifts and the heirs required to assume 
the decedent’s basis for determining gain. In this case avoidance 
of tax on capital &ppreciation js controlled at the “xpense of additional 
Postponement: algo the tax value of accrued gains will often be sealed 
down when these gains ure transferred. since transferees probably 
lave lower incomes, on the a verage, than transferors. 

Ws qu ity efhe Cts 


Treating gift and death transfers as realizations would limit the 
Possibility of income tax Postponement on capital] appreciation to one 
seneration and would prevent the complete a Voidance of capital gains 
lax possible through death transfers. Accruals of gain or logs that 
ended in transfer would be treated consistently With those that cul. 
minated jn Sale or exchange. An income fax settlement would be 
made with each taxpayer transferring Property. This settlement 
Would take into 4Ccount accruals Of gain or loss on the transferred 
Property which had NOt Previously ufected income tax liability, No 
such settlement takes Place under existing law. 

Because al] capital cains and losses would ‘veDtually be reached 
OF tax adjustmens if transfer Were defined as realization. Whereas 
stheieitiansinsnaata 


4 Likewis, » the offset 


0 Income ta reduction in the form of higher gift Or estate tax y hen accrued capital 
losses are tran ‘erred will be only partigi 
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now many are not, the tax system as a result of this change might be 
considered more nearly equitable in effect, both between those tax- 
payers who have no capital gain or loss and those who do, and be- 
tween taxpayers who realize capital gains or losses and those who 
transfer them unrealized. Estates of individuals dying unexpectedly 
with investment portfolios containing accrued capital losses would 
receive more favorable tax treatment than they do at present. Es- 
tates of individuals dying with investment portfolios containing large 
accumulations of capital gain would be taxed more heavily than under 
present law. 

Existing law in reality discriminates against individuals who build 
up estates by saving from ordinary income (after payment of tax) 
in favor of individuals who save by helding appreciating property until 
death. The latter group can either amass more wealth over a series 
of vears relative to their income tax liabilities than the former or 
spend more of their ordinary incomes on consumption and vet build 
up as large estates as those whose savings were taxed. Constructive 
realization of capital gains at gift or death would reduce the element 
of tax discrimination now applying to these two different methods of 
saving. 

If gifts of capital assets were treated as realizations cf the accrued 
gain or loss, certain problems having implications for tax equity would 
arise from the intrafamily nature of many of these gifts. For example, 
immediate income tax deductions could be established by the gift of 
property on which capital losses were accrued, without actually trans- 
ferring control of the property outside the family.” 

In the case of transfers at death, it would appear desirable for equity 
reasons formally to allow deduction of the tax on accrued gains from 
the value of the taxable estate, since in fact the beneficiaries should 
obtain bequests not reduced by double taxation. Similarly, the tax 
benefit of accrued capital losses at death sheuld logically be added to 
the value of the taxable estate. It would seem less desirable, however, 
to extend the same treatment to accrued gains or losses transferred 
by rift. 

If death transfers were treated like gifts and the heirs required to 
assume the decedent’s basis for determining gain, the net value after 
tax of bequests would depend on the eriginal cost or other basis of 
capital assets in the hands of the decedent. Prolonged postponement 
of tax liability on capital appreciation would continue to be possible, 
especially in the case of transfers to family trusts. 


> 


a. Effects on markets for capital assets 


If, when property was transferred, an eventual tax adjustment for 
capital gain or loss were required, individuals might be more willing 
to realize capital gains prior to transfer. More shifting out of invest- 
ments that have appreciated might be expected despite the tax cost 
involved in these shifts. Some capital in ventures that had once been 
risky but had turned out to be safe might be freed for another chance 
in the high-risk area. At the same time, some capital funds now 
frozen in risky undertakings, due to the tax avoidance possibilities 
inherent in contemplated transfers of these holdings, would be with- 


Unless the provisions of sec. 24 (b) which disallow losses from sale or exchange of property betwee 
members of a family were extended also to gifts in the event these were defined as realization and therefor 
inalogous to sale or exchange. This is what is implied in Professor Sim 


ns’ proposal to give tax credit only 
to losses realized by sale to a third party prior to gift 
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drawn to safer havens. In general, invested capital funds that have 
appreciated should become somewhat more fluid. 

At the same time. allowing income tax credit for capital losses ac- 
crued to transfer should reduce the incentive to realize losses by sale 
or exchange prior to transfer since there would be less Possibility of 
Wasting the tax value of the losses, By encouraging earlier realization 
of capital gains and later realization’ of capital losses, treating gift 
and death transfers as realizations should help to increase the supply 
of securities and other capital assets with increasing prices and to 
reduce the supply of assets with decreasing prices, thus contributing 
to greater relative price stability in capital asset markets. This 
contribution may be minor, however. since there will] still remain a 
substantial tax incentive to realize losses by sale or transfer while 
holding gains unrealized, 

If death transfers of capital assets were treated like gifts, substan- 
tially less tax incentive to realize capital gains by sale prior to death 
would be present. The Stabilizing effect of this revision in tax law 
upon prices of capital assets would therefore be weaker than the 
effect of treating all transfers as realizations. However, some tax- 
pavers might be reluctant to Pass on potential income tax liability to 
heirs and thus encouraged to sel] appreciated property before death. 
In spite of the opportunity to postpone tax further by transferring the 
appreciated property. 

4. Administratine and compliance effects 


Revised income tax treatment of gift and death transfers of capital 
assets would raise problems of tax administration and compliance 
that do not nowy exist. If these transfers were treated as realizations, 
it would become hecessary to determine the original cost or other 
basis for capital assets contained in an estate. This might be difficult 
Where the assets had been owned for some time and the origina] 
records of the decedent were either incomplete or nonexistent. This 
administrative problem already exists in connection with some gift 
transfers, with the difference that the living donor may still be avail- 
able as a source of information when it becomes necessary to recon- 
struct the basis for determining gain or loss. 

This problem of basis reconstruction would also arise if the gift 
rule concerning gain or loss, either as now written or modified to 
allow transfer of accrued losses to beneficiaries, were applied to death 
transfers. In particular cases, the problem of reconstructing the 
decedent’s basis on capital assets in his estate might involve either 
more or less difficult administrative and compliance problems than 
the analogous problem now faced by the donee when he realizes gain 
or loss on the sale or exchange of property acquired by gift. From the 
administrative and compliance viewpoints, the realization rule would 
seem to be simpler than the gift rule insofar as the cost basis is con- 
cerned. 

Treating gift and death transfers of capital assets as realizations 
of the acerued gain or loss would also raise substantia] valuation 
problems with administrative and compliance implications. Where 
such transfers are large enough to come within the scope of the estate 
and gift taxes, valuation at time of transfer is already required and no 
additional problems would arise in this respect. Moreover, untaxed 
transfers of readily evaluated assets (such as listed securities) would 
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create no particular difficulty, since fair market value at time of 
transfer in such cases could be readily determined and audited. It is 
the now untaxed transfers of such capital assets as real estate. closely 
held securities, and other forms of personal property, where appraisal 
is not now required for gift or estate tax purposes but would be for 
income tax purposes if transfers were considered realizations. that 
would add most significantly to the administrative and compliance 
burden. 

Where an estate contains capital losses, as for example when an 
individual dies during a depression, an administrative problem—how 
to give income tax credit for the capital losses considered realized 
by death—will arise. The magnitude of this problem might be 
reduced somewhat by increasing the allowable offset of capital losses 
against current income in case of death, thus diminishing the number 
of cases in which settlement with the estate would involve carry-over 
of unused losses to previous or later years. This change alone, how- 
ever, would not provide similar relief for taxpayers dying at various 
times within the income year, and would probably be inadequate in 
some Cases. 

An income tax credit at a flat rate for net capital losses accrued at 
death, such credit either to apply against estate tax liability or to be 
accompanied by a tax refund, would be an administratively simple 
method of providing for those capital losses which cannot be offset 
against current income. Such a flat rate credit might not be con- 
sidered equitable, however, in its treatment of different deceased 
taxpayers having varying amounts of net capital loss in proportion to 
ordinary income. It could also be considered to discriminate against 
taxpayers who realized large capital losses which were disallowed a 
few years prior to the dates of their deaths. 

Estates might also be allowed the option either to carry unused 
capital losses backward. say, for 5 years, or forward for ‘a similar 
period. The carry-back would be consistent with a final income tax 
settlement with the deceased taxpayer and would increase estate 
liquidity, but would be administratively inconvenient: it would 
involve reopening closed returns and recomputing tax hability for 
previous years. Such a carry-back is implied in proposals for aver- 
aging either all income or merelv capital gains and other components 
of income peculiarly subject to fluctuation from year to vear. In the 
event that the estate chooses to carry unused capital losses forward 
or is allowed only this method of loss recovery, it might be necessary 
to provide for apportionment of unused losses among the beneficiaries 
of the estate. 

Where substantially appreciated assets are transferred by gift or 
death, some problems of taxpayer liquidity and ability to meet current 
tax liabilities might be raised by the fact that both capital gains tax 
hitherto postponed and transfer tax would be due. In case of gifts 
this would appear to present no special problem; the donor would 
always have the option either to increase his liquidity by realizing 
some of his gains through sale or exchange prior to transfer or to 
postpone gifts until his liquid assets were adequate to cover both the 
capital gains and transfer taxes due at time of transfer. In case of 
death, the possible illiquidity of estates relative to tax liabilities would 
be more of a problem than it is now. However, some provision for 
handling this problem already exists in the installment basis of settling 
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estate tax liability. This might conceivably be extended also to 
income tax liability on account of capital gains. 


VIIL. Reauization Versus AccRUAL 


Under existing law, no tax is levied on capital gain and no tax 
credit is allowed for capital loss until the capital asset is sold or ex- 
changed and the gain or loss realized. As a consequence, increases 
and decreases in the value of capital assets, even though attributable 
to prior years, enter the tax base only in the year of realization. 


A. DESCRIPTION OF ACCRUAL PROPOSALS 


The principle that capital gain, like ordinary income, becomes 
taxable only when realized is traditional in income tax procedure; 
it is rooted in court decisions, tax statutes, and administrative rulings. 
Despite these legal precedents, from time to time it has been suggested 
that realization be ignored as the basis for timing tax liability on capital 
gain or tax credit on capital loss.” Under this proposal, taxpayers 
would be required each year to include in or exclude from taxable 
income the net accrued gain or loss on capital assets owned, regardless 
of whether such gain or loss had been realized.* 

In the past, this proposal contemplated taxation of any capital 
gain accrued within a year at the full progressive rates applicable to 
ordinary income. It also implied allowing full offset of currently 
accrued capital losses against ordinary income. Under this type of 
annual accrual proposal, all special provisions for handling capital 
gains and losses at the time of realization, such as percentage exclusion, 
holding periods, maximum alternative rates, and loss limitations would 
be eliminated. 

In practice, the proposal for an annual tax accounting of capital 
gain and loss on an accrual basis would require that each taxpayer 
report, on his income tax return for a given year, the values—at both 
beginning and end of the year—of all capital assets owned. Any net’ 
change in value of his inventory of capital assets during the year would 
be added to or subtracted from ordinary taxable income.” Realiza- 
tions of capital gains or loss within a year would also be included in 

the income tax base as a final settlement of the tentative tax adjust- 
ments previously made on the accrual basis. 

The annual accrual approach to capital gains taxation is intended 
to achieve a degree of uniformity in tax treatment among recipients 
of capital gain and loss and recipients of ordinary income and loss 
which can never be achieved under the present type of capital gains 
provisions. It would eliminate the tax benefits of the preferential 
rates now applied co long-term capital gains and would also provide 
more adequate offsets for losses. Also, by virtue of the fact that 
gains would be taxed in full as they accrue, the method would prevent 


| iid require an income accounting for tax purposes at variance with accepted accounting prac- 
tice [hese tend to 1} nservative about showing value appreciation prior to realization although less 
reluctant to anticipate losse In general, the legal definition of taxable income has followed conventional 
sccounting | ctl 
§ See, for example, the report of a committee of the National Tax Association in Proceedings, 1915, p. 
303 et seq.; the recommendation of the Committee on Taxation of t Twentieth C entury Fund, in Facing 
the Tax Problem, 1937, p. 490; and the Tax Institute pannel Cisouteles mn. of Capital Gains Taxation, 1946, pp 


tance, capital assets would be treated like inventories with the proviso that valuation must be 
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not only complete avoidance of capital gains tax liability but also tax 
postponement occurring under existing law because the tax settle- 
ment with respect to capital gains is deferred until realization. 

The view has been expressed that full taxation of capital gains under 
the accrual plan or other proposals might lessen the need for a tax on 
corporation profits.” The reasoning appears to be that with existing 
tax provisions, individuals may accumulate wealth without being 
subject to ordinary income tax rates simply by retaining income in 
corporations they control. If capital gains (including those trans- 
ferred by gift or at death) were made fully taxable, such accretions 
in wealth would be subject to personal income tax rates whether or 
not ‘‘realized”’ in the traditional accounting sense. In this connection, 
it is sometimes pointed out that the accrual method is superior to 
other eer of taxing gains in full at realization (or when trans- 
ferred by gift or at death) because it eliminates the advantages of 
tax Soleneme ment as well as those of tax avoidance. 


B. EFFECTS OF ACCRUAL METHOD ON ASSET PRICES 


One possible advantage of the annual accrual method is that 1 
might eliminate some of the effects on prices of capital assets and on the 
distribution of investment risks attributable to a tax on capital gains 
levied at time of realization. Some analysts consider these effects 
undesirable. Others regard them as not strong enough to be signif- 
cant.” 

Under the accrual method, no additional tax cost would be involved 
in shifting from one investment to another. Tax would be due regard- 
less of whether one held the same or different assets prov ided his port- 
folio had appreciated. Moreover, investors could not claim to be frozen 
into continued holding of appreciated assets. 

Effects on market prices now attributable to the fact that certain 
groups of investors hold appreciated assets until they become subject 
to long-term rates would also be eliminated since these long-term 
rates would no longer be preferential. Thus, it is reasoned that under 
annual accrual, capital asset prices would be less subject to disturbance 
as a result of tax-motivated buying and selling and that capital funds 
would be more fluid. 

It might be noted at this point, however, that the annual accrual 
proposal would increase tax on the bulk of net capital gains of indi- 
viduals from at least two to more than three times, at present tax rates. 
Consequently, to the extent that individuals purchased the assets 
they now hold because of the tax-saving possibilities of the preferential 
rates on long-term gains, revaluations in portfolios and in relative 
market prices might occur. Individuals, who had bought assets for 
their appreciation prospects and also as a means of getting preferential 
tax treatment, might tend to shift out of this type of investment into 
assets with relatively low appreciation prospects and either more 
stable or higher income yields. A sufficient volume of such shifting 
would narrow the yield spread among assets of different types. 


See, for example, Facing the Tax Problem, op. cit., p. 477 ff., and Henry C. Simons, Personal Inc 
Taxation, 1938, ch ‘VII wd IX 

For di cussion of various methods of integrating the corporation ar ndividual income tay ena 
The Postwar Corporation Tax Structure, Division of Tax Research, Treasury Department (December 
1046 


2 Capital Gains T ixation, op. cit., p. ¢ 
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Some economists would contend that a shift of investment from 
risky securities to those with relatively stable yields would discourage 
initiative and innovation and would, in the long run, retard economic 
progress. Others would maintain that a moderate readjustment in 
dispersion of yields would be indicative chiefly of a reduction in 
speculative activity; they would not consider such a development to 
bear any implication, favorable or unfavorable, for the total rate of 
capital formation. 

The extent of the change in composition of investment portfolios 
would undoubtedly be less severe than might at first glance appear from 
contemplating only the increase in tax liability under this proposal. 
The following reasons appear to be significant in this connection: 

In the first place, full deduction of losses from ordinary income under 
the annual accrual plan would compensate in some measure for the 
tax increase. This might tend to increase the attractiveness of risky 
securities for some investors despite the high rates. 

Second, evaluations of the income and appreciation prospects of a 
given capital asset differ. Reductions in demand by one group of 
taxpayers for what they consider to be assets with high-appreciation 
prospects would tend to be offset by increases in demand by other 
groups of taxpayers who consider the same assets good investments for 
income purposes. 

Third, the higher capital-gains tax under the accrual method would 
tend to be capitalized fairly rapidly, especially for assets traded in 
established markets. Although relative asset prices may change, such 
changes will tend to be limited to the transition period during which 
the adjustment to the new capital-gains tax would take place. 

On balance, the accrual plan might result in a somewhat higher level 
of prices for assets with normal income yields, such as bonds and 
seasoned stocks, and a lower level for volatile stocks likely to be highly 
risky or speculative in character. To the extent such market effects 
appeared, the tax provisions themselves would be a factor originating 
capital gains and losses. 

[t is not clear whether total investment would be affected by 
adoption of the accrual method. Many who oppose the accrual 
method or other proposals to tax capital gains as ordinary income are 
concerned about the effects of a tax increase at high-income levels 
on savings and investment incentives. However, these effects could 
presumably be offset by a general reduction of ordinary income-tax 
rates. Proponents of full taxation of capital gains hold that it is 
sounder tax policy to provide parity treatment for capital gains and 
other income, and then to correct the rate structure, than to retain 
preferential treatment of capital gains and force higher taxation of 
income from investments received in the form of dividends, interest, 
proprietorship profits, or rents in order to obtain a given total 
revenue. 


C. NEED FOR INCOME AVERAGING UNDER THE ACCRUAL METHOD 


The annual accrual method would tend to avoid the bunching of 
capital gains and losses in the year of realization but would not allow 
for fluctuations in annual accruals. Because of the progressive rate 
structure of the individual income tax, a series of tax liabilities and 


83 See Capital Gains Taxation, op. cit., p. 18 
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credits on annual accruals of capital gain and loss might not cancel 
over a period of years even though the accrued gains and losses 
canceled out over the whole period a capital asset was held. 

For example, consider a taxpayer with stable ordinary income, 
apart from capital gains and losses, who holds a capital asset several 
vears. During some years it appreciates while in others its value 
declines, but over the total period of holding neither gain nor loss is 
realized. If tax rates and exemptions remained the same throughout 
the period, he might nevertheless incur some net tax liability as a 
result of his ownership of the capital asset. If his income did not 
put him continuously in the alternative tax area, the tax on the 
accrued gains might exceed the tax credit for the accrued losses. 
This follows because, under the assumptions of stable ordinary incomes 
and stable tax rates, the accrued gains would be taxed at rates equal 
to or higher than the rates at which the tax credit for accrued losses 
would be figured (since gains would be added to, while losses would 
be deducted from, ordinary income). 

The foregoing illustration merely indicates that the annual accrual 
approach to capital gains taxation would not automatically provide 
perfectly symmetrical tax treatment of capital gains and _ losses. 
Furthermore, this imperfection of the annual accrual method would 
in practice be magnified by the tendency of capital losses to accrue 
in years of smaller than average ordinary incomes, whereas capital 
gains would accrue mainly in better than average income years. The 
accrual system, in other words, might tend to amplify already existing 
fluctuations in taxable income. 

Annual accrual accounting for capital assets, however, would tend 
to reduce the “lumpiness”’ of gain and loss compared with inclusion 
of the full amount of this gain or loss only upon realization. Never- 
theless, the application of higher marginal tax rates to gains accruing 
In high-income vears and lower marginal rates to ¢ apital losses accruing 
in low-income years would probably increase the demand for individual 
income tax averaging. 

If the annual accrual plan were in effect, income averaging would 
be desired both for the purpose of reducing the effective rate of tax 
on gains accumulated over a period of years and also for the purpose 
of according more nearly equitable treatment to losses. In the 
absence of adequate income averaging provisions, liberal carry-overs 
of unused eapital losses might be considered a necessary adjunct of 
annual accrual since, during periods of falling prices, many taxpayers 
would have insufficient amounts of ordinary income annually to offset 
accrued capital losses. Many losses might be wasted during a deep 
depression. 


D. ADMINISTRATIVE AND COMPLIANCE CONSIDERATIONS 


The requirement of the accrual plan that capital assets be inven- 
toried and given a current value each year end would raise a difficult 
valuation problem. 

In the case of capital assets for which there are organized markets, 
such as listed securities, it would be quite simple to establish or verify 
vear-end market values. In the case of other capital assets, such as 
unlisted and inactive securities, real estate, and durable consumption 
goods, valuation would be essentially a matter either of accepting 
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current book values or of providing for appraisals. These would 
involve broad possibilities of controversy and would entail consider- 
able effort and expense for tax administration. 

As a practical matter, considerable tolerance might be allowed so 
far as the precision of the year-end values used to compute annual 
accruals of gains or loss is concerned. This tolerance could be per- 
mitted because valuation errors on any given capital asset would be 
subject to final adjustment at time of sale or transfer.* 

Under a relatively stable income tax structure with rates and 
exemptions not varying greatly from year to year, the book values 
of capital assets used in business might be an adequate basis for 
annual accrual in the absence of acceptable market prices. On the 
other hand, under an income tax with frequent changes in rates and 
exemptions, the tax consequences of inadequate valuations might be 
so considerable as to make accurate independent appraisals a virtual 
necessity. The extent of error or arbitrariness in valuation that would 
be tolerable would also depend on whether the income tax remained 
on an annual or were changed to an average income basis. In general, 
the longer the length of the accounting period for tax purposes the 
larger the permissible tolerance in errors of valuation without unduly 
prejudicing the uniformity and equity of the individual income tax. 

A tax compliance proble m, attributable to the accrual method of 
accounting for capital gains and losses, would undoubtedly arise out 
of the burdensome annual inventorying of capital assets. Each tax- 
payer with one or more capital assets would be required to list on his 
income-tax return such information concerning capital assets as the 
descriptions of those held at the beginning of the year, those acquired 
during the year, those disposed of during the year, and those held at 








































the end of the year. The definition of capital assets under present 
law is broad enough to include such items of personal wealth as furni- 
ture, clothing, automobiles, ete. It would probably be desirable to 


provide a specific exclusion for most of these items if the accrual 
method were adopted. 

For some individuals the taxation of accrued capital gains as ordi- 
nary income would undoubtedly make the problem of meeting current 
tax payments difficult. The owners of rapidly appreciating capital 
assets would be required to meet the additional tax liability arising 
from this appreciation out of other income ap pcg: ing or to realize 
some portion of their accrued gains in order to pay income tax. If 
accrued capital gains were very large relative to ordinary incomes the 
latter might not be adequate to cover living expenses as well as income 
and capital-gains tax liability.“ Moreover, the appreciating capital 
ee ts might be of a sort, such as real estate, which cannot conveniently 

be liquidated in part to meet additional tax liability. During periods 
of substantial appreciation in the value of residential real estate, some 
owner-oecupiers might be forced to refinance thet ‘ir housing or to sell 
their residences to pay the tax on accrued gains.*® All of these diffi- 
culties may be said to exist in some degree already for ordinary income 
reported for tax purposes on an accrual rather than a cash basis. 


— 


tal Gains Taxation, op. cit.. pp. 26-2 


r the present syster current tax payment, the accrual method would also raise problems in con 
th declarations of estimated income and tax. A more liberal margin for errors of estimate than i 
nder present law would obviously be needed 
ough gains from the sale or exchange of owner-occupied residences and other persons il property are 
under present law, deductions for losses on such property are not illo 1. Under the accrual 


d, the entire tax approach with respect to taxation of gains and losses on suc a operty would have to 
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Under annual accrual corporations generally might be under some 
what more stockholder pressure to pay larger dividends so as to pro- 
vide the necessary liquid funds for taxpavers subject to high rates on 
acerued capital gains. If corporation dividend policy were sufficient], 
liberalized, inflated money profits during periods of rising prices might 
be distributed to a greater extent than warranted by the replacement 
costs of inventories, plant, and equipment. Growing businesses might 
be less able than at present to finance expansion by reinvesting earn- 
ings. Some possibly could not expand as rapidly as under present law 
if the owners of their stock could not postpone tax liability on the 
stock’s appreciation 

In the past, securities have accounted for a large proportion of thi 
realized gains and losses reported by individuals under the capitai- 
wains tax. Accordingly, it has been suggested that it micht pe prac- 
ticable to achieve most of the benefits of the accrual method by limiting 
its application to capital assets for which current market prices wert 
available.’ 

Under such a limited application of the plan, a tax premium would 
be placed on removing presently listed securities from exchanges 
This effect would tend to limit the usefulness of the market standard of 
valuation and, of course, also to disorganize the exchanges. In addi- 
tion, taxpavers would be encouraged to shift out of appreciated capital 
assets for which there were current market prices into unlisted securi- 


ties and capital assets for which there would be no significant publi 
price quotations The amount of such shifting might be limited 
however by the fact that the full amount of gain accrued in port- 


fohos when annual accrual became effective would be taxed at 
progressive rates upon realization. 

~ In view of the difficult problems of valuation involved and the like- 
lihood of valuation errors, the suggestion that if the aecrual method 
seriously considered, it be combined with averaging ol naivid 
incomes, would appear to have some merit. In fact, under averagit 
accrued capital gains and losses would perhaps! ot need to be accounted 
for annually but only at the end of each averaging period This 


raises the question, which will be discussed in the following chap! 


vhether full ine lusion of capital cains as ordinal y income rhe ealZzer 
nder a comprehensive income-averaging svstem might not be p . 
o either annual or periodic inclusion of accruals 
The acc! ial method would increase the lencth and the « | 
of both personal and corporate income tax returns and require mors 
lar ties for checkn yand auditing in the Burea 1 of Inte rn Re ve! 





. ‘ _— : ; : 
\ larger number of taxpavers might be involved than those preset! 


reporting realized capital gains and losses, unless the application of 

4 ecrual pian were restricted to a relative smi: roportion « 

capita! assets Phe administrative and complance difficult es might 
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E. TRANSITION PROBLEMS 


Transition from the present basis of capital-gains taxation to the 
annual accrual basis would raise the difficult problem of how to treat 
unrealized gain or loss accrued prior to the starting date of the new 
system. Several different principles might be used for the change 
over. 

One method might be to ignore past accruals of gain or loss and to 
permit each owner of capital assets to take a new, current basis. 
This would be simple but also inequitable in that it would distribute 
windfall tax concessions to holders of substantially appreciated assets 
while involving hardships to others who had failed for any reason to 
realize accrued losses. 

A second possible method would be to require the taxpayer in the 
first income year after annual accrual became effective to include all 
unrealized gain or loss measured from his original basis. This might 
be considered hard on owners of capital assets containing more than 
1 year’s appreciation.”' For example, the first vear’s tax on urban 
real estate which had been in a family for several generations might 
be very heavy. 

A third method might be to tax current accruals at current rates and 
to defer taxing gains which accrued prior to enactment of the accrual 
system until realization. Antecedent accruals could be taxed either 
at ordinary rates or under the preferential rates which existed before 
the accrual system was adopted. This method would allow some 
taxpayers to postpone sale and to balance the increased tax cost of 
continued holding (assuming the antecedent accruals are taxed at 
ordinary rates upon realization) against the possibility of accumulating 
additional gain. 

The second method implies, in effect, a retroactive change in tax 
rates for investors who do not sell their capital assets prior to the date 
for change to the accrual system. The third method would also 
involve a retroactive tax increase, if antecedent accruals were taxed 
at ordinary rates upon realization.” Unless coupled with a system 
of income averaging, neither method would allow for bunching of 
antecedent gains and the resulting impact of progressive rates. 


F. LEGAL ISSUES RESPECTING ACCRUAL METHOD 


Income tax legislation under the sixteenth amendment has con- 
sistently assumed that the appropriate time to include the increase 
in value of an asset in taxable income is generally when the asset is 
sold or otherwise disposed of. Outstanding among the earlier decisions 
of the Supreme Court bearing on the concept of taxable income is 
Eisner v. Macomber,” which held unconstitutional the treatment of 
stock dividends as income. Under the ‘‘realization’”’ principle enunci- 
ated by the majority of the Court in its reasoning in the Macomber 
decision, the accrual method would be plainly unconstitutional. In 
discussing the concept of income, the Court stated that “enrichment 





the effective date of the proposal, many investors might be expected to realize on their 
i? i o the change in order to make the gains taxable under the old preferential provisions 

There are, however, many precedents for retroactive tax changes. A recent example is the reduction 
of individual income taxes applicable to incomes received after January 1, 1948, under the Revenue Act 
of 1948 The act became law on April 1, 1948. Moreover, any increase in the capital-gains rate is in a very 
real sense retroactive to the extent that the gains realized after enactment of the change accrued before 
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through increase in value of capital investment is not income in any 
proper meaning of the term.”’ 

Subsequent decisions have, however, impaired the authority of the 
Macomber case.“ The definition which bulked so large in the reason- 
ing of that case is conspicuously absent in the reasoning of later cases, 
which show an awareness of the need for choice by the Congress in 
meeting the exigencies of a tax system.” The Court’s decision in at 
least one of these later cases ® applies a concept of income plainly 
outside the definition of the Macomber decision. While past decisions 
of the Supreme Court do not, of course, provide conclusive evidence 
respecting the constitutionality of the accrual method which has never 
been given the force of law in this country, the Court’s recent reason- 
ing apparently does not foreclose an affirmative answer to the question 
whether the accrual method would be constitutional. 


1X. INcoME AVERAGING 


Three methods of averaging income for tax purposes are of interest 
in the treatment of capital gains and losses. These three methods 
may be termed proration, periodic averaging, and cumulative averag- 
ing.’ Proration is the method designed to average a limited group 
of highly variable or bunched incomes. Periodic and cumulative 
averaging are broader systems, capable of covering all types of 
incomes and losses. 

Under all three averaging methods, it has generally been contem- 
plated that realized capital gains would be fully included in taxable 
income and taxed at ordinary income tax rates. For parallelism, 
realized capital losses would be deductible in full both from capital 
gains and from ordinary income. 

Like the accrual method, averaging may be regarded as making 
unnecessary such structural features of the current system for taxing 
capital gains and losses as the holding period, percentage exclusion, 
the alternative rate, and loss limitations. In addition, most pro- 
ponents of averaging would treat accrued capital gains and losses on 
property transferred by gift or at death as realized. 


A. DESCRIPTION OF AVERAGING METHODS 
I. Proration 

Under proration, the gain or loss realized from each sale of a capital 
asset would be spread in equal-size annual increments over the years 
the asset was held. As previously noted in the historical outline, this 
method was considered by Congress as an alternative to the optional 
flat rate or percentage-exc ‘lusion ty pes of special treatment. It was 
rejected in the belief that it would raise difficult administrative and 
compliance problems. 

Another and perhaps administratively more practical form of pro- 
ration would spread all realized capital gains and losses over a fixed 


4 Rott 


chaefer, Pr [Taxable Status of Stock Dividends in Federal Tax Law (28 Minn. L. Rev. 163 
1044 
ee Surrey, Stanley 8., The Supreme Court and the Federal I Ill. L. R 779, 784 $ 
€ 8 Hlelver ing v. Pr ? 09 U.S. 461 (1940 
rhis list excludes certain averaging proposals, such as carry Ss I 
ing losses, which are not direct i capital gains p ats 
6 Proration is now incorporated in the Internal Revenue Code, which pr des a limite 
of averaging for a number of lump-sum items, such as income from personal services rendered over a period 
of 36 months or more Under sec. 107, suc income may, at the election of the taxpaver, be prorated back 
over the period during whi t was earned, pr led that more than 8 r 
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arbitrary period of time, such as 5 or 10 years, regardless of the length 
of time over which the gains or losses had accrued. Under this form 
of proration, the taxpayer would divide the net realized capital gain 
or loss in the current year into 5 or 10 equal parts (depending on the 
length of the averaging pe riod). He would then recompute the tax 
in each of the preceding 5 or 10 years on the basis of his ordinary net 
income plus the prorated amount of capital gain or loss at the rates 
and exemptions applicable in each year. The tax attributable to the 
capital gain or the tax credit attributable to the capital loss would be 
determined by the difference between the total taxes actually paid 
and the new tax lability computed after inclusion of the prorated 
gains and losses. 

The proration technique is usually thought of as involving appor- 
tionment of gain or loss backward over time for tax purposes. From 
an administrative point of view, forward proration might be more 
practical since it would not require opening prior year tax returns. 
However, it may be considered more desirable on equity grounds to 
complete the tax settlement on a given capital gain or loss at the time 
of realization, when the taxpayer is more likely to have the resources 
for payment of tax. 

An alternative which has been suggested to either forward or 
backward proration is the following method: Divide the total res alized 
gain or loss by 5 or 10; compute the difference in the current year’s 
tax resulting from the inclusion in taxable income of one-fifth or 
one-tenth of the gain or loss; and multiply the result by 5 or 10 to 
obtain the total tax or tax credit. 

This method avoids both the problems of opening prior year 
returns under backward proration, and that of meeting current pay- 
ments in connection with forward proration. However, it has the 
disadvantage that the entire tax on gains or tax credit for losses of 
several years’ accrual would be computed on the basis of rates pre- 
vailing in the year of realization. This method would, in effect, 
magnify the importance of current year rates and thus encourage tax- 
pavers to time their realizations in years when the rates would give 
them the greatest tax advantage.” 


Q Pe riodie aver wing 


Periodic averaging is designed to equalize the taxes of individua's 
with the same total income, including capital gains and losses, over 
the averaging period, usually taken arbitrarily to be either 5 or 10 
years.” 

In its most practical form, periodic averaging would retain the pre- 
sent system of annual tax computations and annual tax payment. At 
the end of the averaging period, the taxpayer would compute the total 
taxes he would have paid had he received his total income for that 
period in equal annual installments rather than in fluctuating yearly 
amounts. If the sum of the annual taxes actually paid exceeded the 
total recomputed tax liability, the taxpayer would be entitled to a 
refund or credit against current (or future) tax liability. 


*? For example, there would be an incentive to realize gains when tax rates are low and when ordinary 
incomes are low 

70 Period iverag yparently was originally conceived by Henry C. Simons and subsequently 
endorsed by Harold M. Groves and a number of other tax experts and organizations. See Henry C. Simons. 
Personal-Income Tax n (1938), pp. 154 and 212; Harold M. Groves, Postwar r ixation and Economic 
Progress (1946), ch. V Tl ( n itt ee for Economic Development, A Postw wr Federal Tax Plan for High 


Employment (1944), p 
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To obviate the payment of small tax refunds, most advocates of 
periodic averaging suggest that refunds be limited to cases where the 
total of the taxes paid exceeds the total tax recomputed on the basis 
of average income by some stated percentage (ranging from | to 10 
percent).” 

Periodic averaging may be either compulsory or optional. Unde 
the compulsory form of perio he averaging each taxpayer would he 
required to recompute his total tax at the close of each averagin 
period If-this exceeds the total amount actually paid he would be 
required to pay the difference.” 

Under optional periodic averaging, the taxpaver would be permitted 


to average the income of anv 5 or 10 successive vears provided th 
income of any one vear is used in only one averaging period. Option: 
period averaging would alwavs operate to the advantage of th 
taxpaver. He would be allowed to apply for a refund if one were duc 
but \\ rule not he required to make additional paviments wi el tie 
total fax on the average annual mcome exceeded the to ai tar 
on the actual annual incomes. 
5. mulative a l 

Cumulative averaging differs from periodic averaging in 
would ee an annual tax adjustment for income fluctuation 
beginning with the second vear imstead ot only one adjustn ! at 


the end of each 5- or 10 year p ‘riod 
The nature of the annual adjustment may be illustrated as follows 
In the first vear of the 5- o1 [0-year averaging period the taxpave 


would pay the tax on the income he Pr tually rece ived in the ver! 
' ! i } 
In the second vear, he would compute the totat 2-vear tax liab iit \ 
1 » 1 . ’ . . 
on the basis of the average income for the 2 years and woul AV, « 
receive a refund for, the difference between this amount and tl 
eaciaiesin eae Che teed ~ TT} Mcednure \ ld be repeated eaeh 
Qmouht pal 1 the Trst Vea rhis procedure Woula be epea ad enel 
vear, the only additional feature being that the total tax liability \ ould 
be ecaleulated each vear on the basis of a hew ar rag incom \ 


the end of the averaging pr riod, the faxpavel ‘sactual net tax pay 
under cumulative averaging (after refunds) would equal the su 
the annual. tax liabilities computed on the assun ption that thi 2 
income had been received in equal annual installments. Thus, the 
total tax tiabilitv for anv given averaging period would be the samy 
under both cumulative and periodic averaging However, cumulatin 
averaging would, through the process of annual reconciliation, keep 
the taxpaver current with respect to his tax habilitv, while periodic 
averaging would not 

The cumulative plan has been advanced as a compulsory form of 
averaging, but it could also be operated on an optional basis. If it 
were made optional, the taxpavel! could choose his year of entry into 
the averaging plan. Once having exercised this option, = ts oe 
ae prestums: ab ly not be entitled to revoke it for the duration of the 
averaging period 

( Noinbakakinte averaging might be modified to take account of the 
inte rest on the tax postponed by taxpayers who receive most of their 
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incomes in the later years of the averaging period. This modification 
has been proposed for reducing the advantage inherent in postponing 
the receipt of income, especially where the averaging period is very 
long.” 

The operation of the interest modification is illustrated by the fol- 
lowing example. Suppose two taxpayers, A and B, start new busi- 
nesses with the same initial capital investment and earn the same 
rate of profit on their investments. Suppose further that A realizes 
the profits from his business in equal annual installments and reinvests 
the profits left after the payment of tax, while B manages to postpone 
realization of his profits until the last year of the averaging period. 
Assuming their incomes from other sources are the same, B’s net 
profit after tax from the investment at the end of the period will exceed 
A’s net profit after tax by the compound interest on the tax which A 
paid every year. Under the plan to modify cumulative averaging by 
an interest adjustment, B would be required to pay the total taxes 
paid by A plus the accumulated compound interest on these taxes. 

In most cases, the income of an individual during one averaging 
period will neither be concentrated in one year nor spread in equal 
annual installments. ‘To correct for differences in the timing of re- 
ceipt of income, the plan calls for an interest adjustment to be made 
along with the cumulative averaging reconciliation at the end of each 
vear. The interest adjustment would be calculated by reference to a 
pattern of taxes which would be paid annually by a taxpayer who 
received the same amount of income (including realized capital gains 
and losses) each year.” Thus, at the end of each year of the averaging 
period, all taxpayers with the same cumulated total income (including 
compound interest on prior taxes paid) will have made a series of tax 
payments which would be equivalent when accumulated at compound 
interest. In practice, the cumulative total tax liability, including 
compound interest, would be read off a series of annual tax tables 
which would be arranged in a form similar to that now used in the 
present surtax table given in the instructions for Form 1040.” 


B. LENGTH OF THE AVERAGING PERIOD AND TAX LIABILITY 


The tax effect that may be attributed to averaging of capital gains 
and losses will depend on the patterns of individual income tax rates 
and exemptions and on the size distribution of the ordinary incomes of 
taxpayers. The nature of these differences may be illustrated by the 
calculations presented in tables 8 and 9. 

Table 8 shows, for various levels of ordinary net income before 
personal exemptions, the present law effective rates of tax on long- 
term ¢ apital gains received in a single year ranging in size from $5,000 
to $50,000. These currently effective rates are “compared with the 
effective rates that would apply if the gain were averaged over 3-, 
5-, 10-, or 20-year periods and were taxed as ordinary income. To 
isolate the tax effect of averaging capital gains over various time 
periods, the rates and exemptions under the Revenue Act of 1950, 
for calendar year 1951, were assumed to be applicable throughout, and 


™ This modification was designed by William Vickrey to apply specifically to lifetime averaging. How- 
ver, it may also be applied to shorter periods. See his Averaging of Income for Tax Purposes, Journal 
Political Economy, June 1939, p. 379, and Agenda for Progressive Taxation, pp. 172-195 


, however, that the standard pattern could be made to vary with per capita income, 
gnificant variables. See William Vickrey, ibid., pp. 176-178. 
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the taxpayer’s ordinary annual net income (i. e., apart from capital 
gain or loss) was assumed to remain constant. 
TABLE 8.—Effective rate of tax on net long-term capital gains of specified sizes under 


present law compared with the effective rate of tax on such gains tf they were avera jed 
over 8-, 5-, 10-, and 20- year periods and taxed ? full at ordinar j rales! 


MARRIED PERSON—NO DEPENDENTS 


Tax (pe I f av ed ove 
*resen 
Ordinary net income before personal Present Sait 
. mit ’ law tax ? 
ct ti ‘ ‘ x. . 1 > 
. percent 3-year veal 2 
period I ’ 
$5,000 net ( ( i} I 
$5.0 10.9 91.8 21. ¢ 91.2 20.4 
SIOAM 13.0 0 6. { 26.0 26. 0 
$15.00K 15.2 0. 0 ( 10. ( 0.0 
S95 (1) 21.3 12.4 12 ti. ( 
$50 25.0 7.0 | ) ( 
< 25 98 2 | 2 
S500, 001 94.0 i1. 1 } } ) 
» iM t T 
$5,000 11 21.9 91.8 91. ¢ 91.2 
S1LO.000 3. 7 26. 2 9 26. 0 
$15,000 lt 1.4 0 
SOF (nw) 2 
S50 000 D5 ‘) ¢ 
$100,000 25.0 73.9 2 2. ( 
S500 000 2 
$25 OO 
$5,000 13.0 24 2 21.8 
S10.000 oq 2 9 
S15.000 1s. 1 2 
R25 CM 2 4 ; { 2 9 
50.000 25 S 
. wy) 25.0 4 t 
SH iv 2 ) i} ; 
$50,000 1 I 
> un lt i» ) » 
S10 000 ISS > 2.8 
>| W) 21.2 s 2. é 
$25,000 0 {s } 
4) (an ) { 1 2 ' 
qc) OO 25. ¢ 14.8 4 4 
$500.00 nm | 1. { { 
Based on rates and exemptions under the Revenue Act of 1950, for calendar vear 195 7 
t the taxpayers’ ordinary annual net incomes before personal exemptio the sa he 
ndicated period 
laking into account the 50-percent exclusion and the maximum effective rate limitation o1 ng-term 


The figures in table 8 indicate the liberality of present-law treat- 
ment of long-term capital gains. The degree of preferential treat- 
ment actually accorded long-term capital gains under present law 
more than compensates for the fact that gains may accrue over 
periods of time substantially longer than 1 year. The caleulations 
also indicate that, for all but the largest capital gains and at most 
levels of ordinary income, the length of the time period over which 
capital gains are averaged appears to make a relatively small diffe ‘rence 
in the amount of tax on such gains.” 


? Although these conclusior ire based on computations whi sun 
the taxpayer’s ordinary income remain the same, they are also v slid i whet 
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For example, under present law, a married person with no depend- 
ents and ordinary annual net income before personal exemptions of 
$25,000 pays a 21.7 percent tax on a realized long-term capital gain 
of $10,000 (only 50 percent or $5,000 of which is included in income). 
If the realized gain were averaged over a period of 5 vears and taxed 
at ordinary rates, the tax would increase to 42.5 percent, or almost 
double. The tax would be reduced only slightly to 42.0 percent if the 
gain were averaged over 10 vears, and to 41.0 percent if averaged 
over a period as long as 20 vears. In other words, averaging a gain 
over 5 vears instead of 20 vears would increase the effective rate of 
tax on that gain by only 1.5 percentage points, or less than 4 percent 

Lengthening the average period reduces the tax on a realized capital 
gain only if part of the gain is taxed at higher surtax rates in the 
shorter period than in the longer period. Averaging, in effeet, mul- 
tiplies the width of each surtax bracket by the number of vears in the 
averaging period. Consequently, with an averaging period of 5 vears, 
a capital gain must exceed five times the difference between the average 
surtax net income, exclusive of the gain, and the lower limit of the 
next higher SUTtTAX bracket before it is subject to the next higher 
surtax rate. Sinee present law surtax brackets are narrowest and 
rate graduation is steepest mm the lower part of the surtax net Income 
scale,” importa t tax differences attributable to relatively short 
averaging periods would tend to occur at relatively low average 
ordinary income levels when realized capital gains are large. In such 
Cases, short-period uN raging would push the capital on into higher 
surtax brackets and the “bunching effect’? could be significant. 

For example, a married person with no dependents and constant 
ordinary net income before personal exemption of $5,000 would pay a 
tax of 21.8 percent on a capital vain of $50,000 if it were averaged 
over 20 vears If this same fain were averaged over a period of only 
5 vears, the tax would be increased to 25.0 percent, an increase of 3.2 


percentage points, or 15 percent. Further shortening the averaging 


period be) 3 Vears would increase the tax rate to 28.2 pereent or by 
almost 30 percen 

In contrast, when capital gains are small in relation to ordinary 
income or when such ordinary meome ts large, the bunching effect 
which would occur under the shorter averaging period is less im- 
portant. Thus, the potential differences in effective rates due to 


variation in the length of the averaging period may be small at higher 
income levels, even though capital gains tend to increase as ordinary 
Incomes increase 

The calculations in table 8 indicate that an averaging period of 
from 3 to 5 vears would, in general, be long enough to reduce to toler- 
able proportions the tax increases which would ordinarily occur under 
an annual tax from bunching long-term capital gain accruals into the 
vear of realization. Even in the illustrated cases of exceptionally 
large capital gains, an averaging period of no more than 10 vears 
would be required 1O1 equitable results. 

Calculations for capital losses somewhat similar to those in table 8 
for capital gains are shown in table 9. This table compares the tax 





‘Und the Re u \ > on surtax brackets for single persons and married persons filing sep 
2 000M tt yw end of tl surtax scale and increase to a width of $50,000 at the top 

i irtax ! kets are twice as wide because of the effect of income 

wr $4,006 t the mM nd the surtax ] ind $100,000 at the top hus, under 5-vear 

ick ed persons filing joint returns would, in effect, begin with a widt! 

9 vit vidt $500,00 Marginal rates rise by 2 to 5 percentage points in the lower part 
entage points or less in the upper part. Since the rates are sub- 


sluation is notice ibly greater there than at the top 
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credits for long-term capital losses under present law with the tax 
credit for the same losses if thev were averaged over a 3-, 5-, 10-, or 
20-vear period and deducted in full from ordinary income. It was 
assumed that the taxpaver has no capital gains which may be used to 
offset the capital losses or that the indicated amounts of loss are net 


after the offset against gains.” 
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As might be expected, the present law exclusion of 50 percent of 
long-term capital loss before it is deducted from ordinary income and 
the $1,000 annual income limitation make a very significant reduction 
in the tax credit for capital losses. For example, the tax value of the 
deduction allowed for half of a $10,000 long-term capital loss under 
present law for a married person filing a joint return with a constant 
ordinary net income before personal exemptions of $10,000 amounts 
to 12.6 percent of the loss, after taking account of the 5-year carry- 
over. If the loss were averaged over a 5-year period and deducted 
in full, the tax value of the credit for the same loss would be increased 
to 23.6 percent, or almost doubled.” 

Table 9 also indicates that the amount of tax credit for capital 
losses under averaging de ‘pe ‘nds on whether the period is long enough 
to permit substantially | ‘ull offset of the loss against ordinary income. 
For example, a married person filing a joint return with constant 
ordinary incomes before person: al exe mptions of $5,000 would receive 
a tax credit of 20.0 percent for a loss amounting to $10,000, whether 
it is averaged over a 3-, 5-, 10-, or 20-year period. This tax credit 
is twice the credit under present law. If this same taxpayer realized 
a loss of $50,000, the tax credit would be only 4.6 percent of the loss 
“ta an averaging period 2 3 vears, as compared to 7.6 percent for a 
5-year averaging period, > percent for a 10-year averaging period, 
‘aa 20 percent for a ae averaging period. 

The very small tax credit for the $50,000 loss under the shorter 
averaging periods in the foregoing illustration results from the fact 
that a substantial portion of the loss is wasted. During the 5-year 
period, for example, the taxpayer received a total of only $19,000 of 
taxable income (that is $25,000 of net income minus the $6,000 
personal exemption allowance for the 5-year period) and, therefore, 
wasted over 60 - reent of the $50,000 loss. Even the 10-vear period 
does not provide full offset for the loss in this case because no tax 
credit is mulivod for that part of the loss ($12,000) which is wasted 
because the taxpayer only has a total of $38,000 of taxable net income 
after allowing for an aggregate of $12,000 of personal exemptions for 
the 10-vear period. 

Thus, net capital losses which are large relative to ordinary income 
provide a special problem that might require either a longer averaging 
period than might be considered adequate for gains or a supplementary 
carry-over of unused losses to the next averaging period. 

Finally, comparison of tables 8 and 9 indicates that the tax on a 
given amount of net capital gain under averaging will tend to exceed 
the tax value of the credit for the same amount of net capital loss. 
For example, at the $25,000 ordinary net income level, a married 
person with no dependents would pay a tax of 45.8 percent on a net 
capital gain of $50,000 under 5-year averaging. But, because of 
the effect of the graduated rate structure, he would receive a tax 
credit of only 34.6 percent on a $50,000 net capital loss. As a con- 
sequence, if a taxpayer realized a $50,000 net capital gain in one 
averaging period and a $50,000 net capital loss in the succeeding 


<tisiiaddiaendaemamipidiaadato 

® It might be noted that permi or requiring the taxpayer to average a capital loss over a period of 
years maxin in s his tax cred were required to deduct the loss in full against ordinary income in 
the vear of re ition before carrying the unused portion back (as under the present system of carry-back 
for business one s), the capital loss would be offset against income taxable at lower bracket rates For 
example, in the ab llustration, if the $10,000 capital loss were deducted in full against the taxpayer’s 
$10,000 ordinary income, the tax credit for the loss would amount to only 18.9 percent as against the 23.6 
percent computed above under averaging. 
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period, he would actually pay a net tax of almost 10 percent even 
though over the 10-year period the capital loss exactly canceled the 
capital gain. 

The assumption of constant rates, exemptions, and ordinary in- 
comes results in an understatement of the difference between the tax 
on a capital gain and the tax credit for an equal amount of capital 
loss. Capital gains are generally high when ordinary incomes are 
high, and capital losses increase both in number and size when ordinary 
incomes are low. Moreover, if the effective level of individual income 
tax rates were to increase and decrease along with increases and de- 
creases in the national income, short-period averaging would tend to 
concentrate net capital gains in high-income, high-rate periods while 
net capital losses would tend to be concentrated in low-income, low- 
rate periods. Thus, the basic problems of reducing the effect of 


progressive rates on capiti al gains and of preventing the wastage of 
losses under an annual income tax (whetlier gains and losses are 
included on an accrual or realized basis would not be completely 


eliminated by averaging. However, these eronblenane problems 
under an annual income tax would be greatly reduced by averaging. 
They would also tend to become progressively less important as the 
averaging period is lengthened. 


C. EFFECTS OF TAXING REALIZATIONS IN FULL UNDER AVERAGING 


Proposals for income averaging require full inclusion of capital 
gains and losses when realized and the proration of these gains and 
losses over the averaging period. The realization principle avoids the 
difficult problems of compliance and administration that are mvolved 
in arnual valuations of assets. However, the inherent lumpiness of 
gains and losses would be reduced or eliminated for tax purposes since 
they would, in effect, be spread evenly over the averaging period 

Proponents of averaging generally recognize that, et ise of the 
higher rates effective under their plan, ea dp might have even 
greater incentive under averaging than now to realize capital losses 
and to posspone the re aliz: ition of capitis al val is or aaa ‘te ‘Ly to avoid 
the capital-gains tax by transferring the gain by gift or at death 
For this reasoi , they recom! nuaiteet. aocined eapssaly rains and losses 
transferred by gift or at death be treated as ealized. This partial 
accrual accounting of gains and losses would save both postpone- 
ment over more than one life aud complete avoidance of the cavital- 
gains tax. This change would, they believe, remove a major induce 
ment for taxpayers to hold capital assets with accrued gains. 

Prompt realization of losses and delayed realization of gains during 
the taxpayer’s lifetime would continue to remain profitable under 
averaging, even if accrued gains and losses transferred by gift or at 
death were treated as realized. Taxpayers could benefit both by the 
interest they might earn on the tax credit received for realized losses 
and by the interest on the postponed tax on unrealized gains. More- 
over, realizations would tend to be timed by taxpavers to take greatest 
advantage of changes in the level or structure of individual mcome- 
tax rates. 

Proponents of averagmg generally believe that these imperfections 
are not serious enough to warrant abandonment of the realization 
rule, so long as the possibilities for very long postponement and 


US INCOME TAX TREATMENT OF CAPITAL GAINS AND LOSSES 


complete avoidance of the capital-gains tax are removed. Further 
reduction in the profitability of realizing losses early and postponing 
the realization of gains would require adjustment of tax liabilities by 
an interest factor along the lines already described above. That is, 
taxpavers who received most of their incomes during the early part 
of an averaging period and who, therefore, paid taxes with funds which 
might otherwise have been invested would receive a credit for interest 
on taxes prepaid. Conversely, taxpavers who received most of their 
income late in the averaging period would be required to pas interest 
on the tax postponed. This type of interest adjustment would 
mtroduce difficult problems of choice for taxpayers and would compli- 
cate tax-computation methods, although these complications could be 
hessened D\ appropriate tax tables. 

The major issue regarding the effects of averaging realized capital 
vais and losses is whether the substantial increase in the capital- 
gains tax would ‘‘freeze’’ investors ito holding assets with accrued 
gy run, the increased tax on capital appreciation may tend 
oO remove the premium on securities with high-appreciation prospects 
and to merease the attractiveness of securities with high, stable incomes 
and low-appreciation prospects. In the short run, the high rates at 
which capital gains would be taxed under income averaging might 
deter some portfolio switching on a rising market. At the same time, 
the fuller offset for realized capital losses against ordinary income 
under averaging would provide an additional mducement for tax- 
pavers to realize losses quickly, thus making switching on a falling 
market even more attractive than under present law. 

It is sometimes stated tbat, to the extent tax considerations affect 
investment decisions, full taxation of capital gains as ordinary income 
under averaging might raise the highs and reduce the lows of stock 
market price fluctuations. Tlowever, an important consideration to 
note in this connection is that the smaller turnover of securities on 
thie upswiheg and thre larger turnover on the downswing would affect 
both the demand and supply sides of the securities markets. If seeuri- 


} } 
In the lon 


ties were withheld when prices rise, some investment funds would be 
immobilized and demand mi¢cht be reduced. UH sales of securities were 
to increase when prices fall, demand might be increased because the 
liquidity position of sellers would be improved both by the sales 
proces ds and by the hiche r and more immediate tax credits for realized 
losses. The effects already noted of the capital gains tax under averag- 
me oF hy upswing and on the downswibe due to changes in the 
turn-over of securities would thus tend to be at least partly counter- 
acted m the acorecate by offsetting influences on the demand side. 
Even if average prices of securities during cyclical expansicns and 


contractions are not affected, relative prices might be altered. Secur- 
with the highest rates of appreciation will tend to be withheld 


more than those with little or no appreciation, since the tax cost of 


switching will increase as the amount of appreciation increases. As a 


ities 


consequence, as average prices increase, securities with high rates of 
appreciation would tend te become relatively searcer and their prices 
higher in relation to others Similarly , as Se curity prices decrease the 
supply of securities with the higher rates of depreciation would increase 
and their prices would tend to fall more than others. Thus, the 
‘ ffects of ave raging alized capital Vains and losses may be reflected 
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more by a greater dispersion of security prices than by greater over- 
all cvclical instability in the market 


D. REVENUE CONSIDERATIONS 


While averaging nia have a significant effect on total revenues, the 
direct revenue effect attributable to the changes 


In treatment OL cap- 
» tax will 

. S ! 
vy comparison with that attributable to the 


ital oQins and losses under a broad-based individual Micon 
necessarily be small | 
averaging of ordinary incomes." 

The revenue ccnsequences of averaging ordinary incomes would 
depend upon the amplitude of fluetuations in income and also on the 
coverage of the average system. if thie | vel of employment and 
income remained fairly stable and averaging were limited to a rela- 
tively few bunched incomes (under proration), the revenue loss woul 
be kept at a minimum. With a general averaging system covering 
all types and SIZOS of incomes under period or cum ilatis ~overa 
ine), total revenues would be more substantially affected 

Kull inclusion of realized capital rams and losses under any of the 
wveragmig proposals would tend to inerease the vield of the individual 
income tax during periods of rising prices and to decrease it during 
periods of falling prices. The net effect on the revenues in the long 
run would depend on security prices and growth of wealth With 


a Bi. 
1 


an upward secular trend, revenues would tend to increase provided, 
however, that capital gains transferred by gift and at death 
treated as realized by donors and decedents 


,ere 


! COMPLIANCI AND ADMINISTRATION 


One of the most important « bstacl s to the adoption ota eeneral Or 

evel a limite | form otf income averaging is that it would raise diffieult 

tems of comphance and administration.“ The complications of 

mcome averaging result from the fact that tax liabilities in any on 
: : 


vear we uld no tonge! depend upon incomes. deductions and 


exemMp- 
ons of that vear lf the uveragmeg adjustment were made pert d- 
cally every > or 10 vears, tax computations wouid nvolve us 
7 


information from five or ten different annual neome tax returns and 


would probably involve several sets of rates and exemptions. Una: 
cumulative averaging, additional computations ould be re 
each ver begining with the second vear of the averaging pero 


However, cumulative averaging would require less extensive 
ing on the part of the taxpaver, since the cum 
income and taxes paid in prior vears of the averaging period could be 
obtamed directly from the last return filed 


Keven if averagine were limited to realized capital ains 


only thi L 1s, under proration ‘ similar probl mis Ol compliance would 
\\ i 
" Q 1 | 
\ { \ ] } 
} VW 4 ‘ 
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arise in connection with the computation of tax liabilities of the 
several million taxpayers, the majority of them with adjusted gross 
incomes under $5,000,*° who are likely to realize gains and losses in a 
5- or 10-year averaging period. 

Although income averaging would increase compliance problems of 
most taxpayers and the cost of individual income tax administration, 
it would simplify the computation of tax liabilities with respect to 
realized capital gains and losses. A major portion of the relatively 
complicated schedule now required for reporting of capital gains and 
losses and for the computation of alternative tax would be unnecessary, 
since the holding period, percentage exclusion, maximum effective 
rate limitation, and limited income offsets for capital losses would all 
be eliminated. 

Perhaps the most important advantage of income averaging from 
an administrative and compliance standpoint is that it would sub- 
stantially reduce the incentive to convert ordinary incomes into 
capital gains. The recognition of accrued gains as taxable when 
transferred by gift or at death would be especially important in this 
connection, since indefinite postponement and complete avoidance of 
capital gains tax would no longer be possible.™ 








83 In ital gains or losses were reported on 2.5 million individual income tax returns. Almost 
two-thi of these, or at out 1.6 million, reported adjusted gross incomes of less than $5,000. (Statistics of 
Income for 1947, Pt. 1, Preliminary Report, p. 38. Che number of returns with net gains or losses would 
undoubtedly be substanti ‘ally larger over a 5- or 10-year period. 

% It has been argued tl 1at a combination of income averaging with “constructive realization” of gains at 
gift or death would permit outright repeal of a number of troublesome sections of the Internal Revenue Code 
which are designed to prevent tax postponement or avoidance, such as the provisions with respect to per 
sonal holding companies (sees. 500 through 511 and sees, 331 through 340) and the improper accumulation of 
surplus (sec. 102 See Henry Simons, Federal Tax Reform, Planning and Paying for Full Employment 

ited | \. P. Lerner and F. D. Graham), Princeton, 1946, p. 125 However, outright repeal of such 
provisions would permit, and even encourage, tax postponement during the life of a taxpayer. ‘he gain 
from tax postponement could be eliminated under income averaging by the type of interest adjustment 
ce hed al H r, it is doubtful whether the advantage to be gained by adjusting for interest 
would outweigh the compliance and administrative difficulties involved 
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APPENDIX A 


PROPOSALS FOR ReEvisEp INcomeE-Tax TREATMENT OF CaPITAL GAINS AN 


LOSSES 


This appendix provides an outline of the major proposals that have bec 
advanced during the last few years for modifying the capital gain and loss pro- 


Some of the proposals are included in the comprehensive tax plans sponsore 
by groups of businessmen during the early postwar period? Others have beet 
offered in the course of recent congressional hearings on reve! I 


sentatives of various business groups and trade associations, 


and professional groups. Aliso included are recommendati 
advisory committee appointed by the Ways and Means C 
The published opinions of a number of individual tax experts 

In current discussions of basic capital-gains tax revision, the provisions most 


frequently discussed are the rate of tax, the holdin 





g period, the treatment of 
capital losses, and the treatment of the gain or loss involved in the transfer of 
capital assets by gift and at deat! 

are presented in this appendix; those regarding transfers by gift and at death ar 


discussed in chapter VII. 


1. Proposals regarding the first three of these 


Proposals for revision of the rates of capital-gains tax range from complete exclu- 
sion of capital and losses from the income-tax base (zero rate) to treatme! 
of such gains and losses as ordinary income. Those who recommend eventua 
elimination of ‘apital-gains tax generally indicate that thev do no xp 


such a radical to be made at this time and offer interim recommendatior 
for immediate revision of the tax treatment of capital gains and losses.* 
It is often conceded that under a progressive tax svstem, and particularly wit! 


the present high level of surtax rates, the treatment of capital gains as ordinary 








income would be justified only if there were an effective averaging device \ rel 
gains or losses might be spread over several years. Such proposals as have beet 
It mpract 1 to cover here all of the numerous postwar tax proposals which have been re‘ 
connection with tl tudy. Only the published proposals which appear to be more widely Known ar 
includ 
} ‘ } ( tter Ec ) Development, th Iw ( es G l ( 





i 10 i lroads, the American Mining Congress, the Chamber! 
Commerce of the United States, Investment Bankers Association, Machinery and Allied Products l 






tute, the National Association of Manufacturers, the National Asso tion of St ( er ( 
the New York Board of Trade, and the New York Stock Exchan 
‘ For example, the American Federation of Labor and the Congress of Industrial Organizations 
For example, the American Institute of Accountants, and the Controllers Institute of Americ 
6 See Revenue Revision, 1947-48, reports of the Special Tax Study Committee to the Committee 


tives, November 4, 1947 (Roswell Magill, chairman), H. Doe. 52 





Ways ar 

80th C a 
The chief 

York, 1946 


§ In recomn 





i Means, House of Represent 


1 





y 
yuurce for these opinions is Capital Gains Taxation, Tax Institute panel discussion, New 


ding the eventual elimination of the tax, the chamber of commerce states that such actior 








along with lower rates of income tax, would mean more transactions and more taxable income and, conse 
quently in the long run, more revenue for the Government nprovement in the general ecor 
statement of Lawrence A. Tanzer, on behalf oft leral finance, Chamber of Comme 
of the United States, in revenue revision, 19474 .C littee on Ways and M 
proposed revision of the enue Cod f ‘ 

Che New York Board of the posit ym whet fr the 
range viewpoint capital e taxed a t ‘ u 
hardly be the time to mak uch a radical chang ent \ L.§ j 
taxation committee, New York Board of Trad ’ 47-48 
pt. 1, p. 71 

Che Association of American Railroads also re« sstwar tax } 
Association of American Railroads, prepared by the subcommittee on taxation o 
for the study of transportation, April 1944 
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made for treating capital gains as ordinary income generally make such treatment 
contingent upon adoption of an averaging system, and in some cases upon reduc- 





tion of surtax rates as well 

A reduction of the present level of capital gains tax rates is commonly recom- 
mended. Business groups which weigh heavily the alleged deterrent effect of the 
‘apital gains tax on transactions in capital assets favor such a reduction. 

Little discussion is found in the various postwar tax plans either pro or con the 
present law combination of percentage inclusion and low flat rate. However 
none of the plans proposes going back to complete reliance upon percentage in- 
clusion for preferential treatment as was the practice during the vears 1934 to 1938. 

\ number of the Droposals | idicate more concern Over the absolute level of the 


capital gains tax in over the relationship between capital gains rates and rates 
on ordinary neome In some instanet s, however, it is suggested that the capital 
eains ought to be reduced proportionately as top surtax rates are reduced 





It is also suggested that the maximum effective rate on capital gains be kept in 

rate on individual and corporate income." 

it the present maximum effective rat 
yw in relation to the ordinary income tax; he would favor 
ip of the rates However, he thought the tax on ordinary 

and he therefore favored leaving the capital gain rate at 25 


icing the rates on ordinary income. 





sed the opinion 











The most frequently proposed rate is 12'% percent—the maximum effectivi 
rate in effect from 1922 through 1933. It will be recalled that during those vears 
preferential treatment was extended to long-term capital gains solely by means of 
he alternative flat rate tax without any provision for percentage inclusion. It is 

t clear in some of the current proposals whether it is intended to return to th 





at rate of 12's percent and abandon percentage inclusion or whether it is merely 
intended to reduce the present top effective rate of 25 percent to 124% percent 
while retaining percentage inclusion. The latter appears more likely. 


he present top effective rate of 25 percent on 





Some recommend simply ths 





ong-term gains be substantially reduced without indicating the specific rate 
- 


or example, 10 percent 


favored.'* Others reeommend a specific low rate, 
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A few proposals are found for an increase in the capital gains rate. One group 
suggests that the 25-percent rate be increased to at least 50 percent Another 
report which favors the taxation of capital gains as ordinary 
that if that is not done, the capital 


creased.!? 


neome recommends 


rains tax rate should be substantially in- 





Some favor retention of the present rate The Rumil-Sonne postwar tax pla 
for example, recommended no change in the rate on the ground that with the 
present limitation of 25 percent the tax probably does not have an importa! 
inhibitive effect on high producti and high emplovment.* Ti Special Tay 
mt idy Comn te repor t the VW iVs and Ve ins Clon reeo | 
that tt current maximum 25-pereent rate be continued 
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against ordinary income is intended to replace or to supplement the present 
carry-over. 

Little discussion is found with respect to the merits of carry-overs as against 
more generous allowances against current ordinary income. One authority takes 
the position that parallel treatment of capital losses has merit from the standpoint 
of incentives but also has two major weaknesses: (1) gains are bound to be taxed, 
but losses will not be deductible if the investor has no taxable income, and (2) 
since the same people do not experience the gains and losses the result of parallel 
treatment is to accentuate the gains of those who make gains and to accentuate 
the losses of those who suffer losses. He, therefore, concludes that “long carry- 
forwards and even long carry-backs of losses are indicated to meet these 
objections.’’ 27 

(Another recommendation for more liberal treatment of long-term capital losses 
would not limit the tax credit from loss offsets to the rate of tax on gains but 
would permit such losses to be charged against ordinary income up to the point 
of reducing income tax liability for the year by one-third or one-half.28 This sug- 
gestion, it may be noted, was included in a list of changes in the tax system which 
would provide positive inducements to investment. 

Others recommend that more liberal treatment of capital losses take the form 
of an increase in the present $1,000 annual limit of loss that may be offset against 
ordinary income. The New York Stock Exchange Study, for example, recom- 
mends that individuals be permitted to offset their losses against ordinary income 
to the extent of $5,000 each year.2® It is said that the present $1,000 limitation, 
even though combined with a 5-year carry-over, is inadequate in many cases to 
secure full tax benefit for losses, especially in the case of small taxpayers whose 
transactions in capital assets are infrequent. 

Another variation of the proposals for increasing the allowable capital loss 
offset against ordinary income is the suggestion that the investor be permitted to 
offset losses against both capital gains and dividends on common stocks. The 
basis for this suggestion is that investors in common stock presumably regard both 
dividends received and appreciation in value as offsets against losses.*? 

Only a few recommendations are found with respect to the treatment of capital 
losses of corporations. One plan which proposed parallel treatment of long-term 
capital losses both for corporations and individuals specifically recommended a 
tax credit limited to 12)4 percent which was the maximum rate proposed for capital 
gains.2!. Another proposal which recommended parallel long-term loss treatment 
-all taxpavers particularly urged such allowances for corporations and, in addi- 
tion, recommended that the present carry-over provisions be continued for 
corporations with respect to the excess of net short-term capital losses over net 
long-term capital gains, 


APPENDIX B 


TREATMENT OF CapiraAL GAINS AND Losses UNDER THE BritisH INCOME 
Tax 


Under the British income tax, profits which are considered capital gains and 
which are called casual profits, are not taxed. No deduction is allowed for capital 
losses. However, the implications of the statement that the British do not tax 
capital gains or casual profits are somewhat misleading due to differences between 
British and American concepts of taxable income in general and capital gain in 
particular. In general, the British concept of casual profits is narrower than the 
American concept of capital gains. Therefore, from the American viewpoint 
the British actually tax as ordinary income some profits which we would consider 
capital gains. Other profits, which in this country would be taxed as capital 
gains, are exempt from income tax. 

The British concept of taxable income emphasizes its annual or recurrent nature. 
Profits from occasional trading in securities, from the sale of one’s personal 
residence, or from the sale of an occasional book or article by an author for a 
jump sum are considered casual rather than recurrent and are not taxed. On the 
other hand, a frequent trader in securities or real estate might be considered a 
dealer and his gains taxed as ordinary income. Number or volume of transac- 





Lawrence H. Seltzer, Tax Institute Pane] Discussion, op. cit., p. 13. 
8 Prof. Sumner Slichter (ther iairman of the Research Advisory Committee for Economic Develop- 
ent), What You Should Know About Taxes, Saturday Evening Post, December 23, 1944, p. 23. 
Rep , Op. elt 
Lewis H. Kimmel, Postwar Tax Policy and Business Expansion, Brookings Institution, 1943, p. 37 
Twin Cities Plan, op. cit 


he Controllers Institute of America, Ways and Means Committee Hearings, op. cit., pt. 3, p. 1430. 
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tions is not, however, an accurate guide. In many cases gains from isolated trans- 
actions have been taxed on the ground that they were related to the trade or 
business of the taxpayer. An author who receives royalty payments rather than 
a lump sum would be liable for income tax on these payments even though not a 
professional writer. 

British taxpayers report amounts of income derived from different sources 
under five separate schedules. Thus, rental income is reported on one schedule, 
wages and salaries on another, and interest on a third. Source payment applies 
to other types of income than wages, salaries, and dividends under the British 
system; in other words, their withholding system is more complete than ours. 
The British income tax schedules are roughly as follows: 


Type of income: Schedule 
Rents : ee icc ees eee eS , ss A 
Farm income__-_- ro i Fee che 7s) ae B 
Interest on Government securities 5 tat : Save GC 
Profit from trade or business, other interest, dividends : : D 
Wages and salaries__- iecaiakon , 2 eet ; E 


The separate schedules covering different types of income are combined and all 
computations of tax liability are made by inland revenue representatives rather 
than by the taxpayer. Assessable or taxable gains, some of which under American 
practice would be capital gains, are reported under schedule D. 

Although the British concept of taxable schedule D income still charges only 
“annual” or recurrent items, the current interpretation is that gains are taxable 
regardless of whether or not recurrent provided they are realized in the course of 
the taxpayer’s business or vocation. Those casual gains which are exempt from 
tax are so exempt less because they are nonrecurrent than because they are un- 
related to the trade or business of the taxpayer. 

In practice the dividing line between taxable and nontaxable schedule D gains 
or income is an extremely tenuous one. It does not rest on statutory law but has 
been developed from customary practice over a century and from a large number 
of court decisions dealing with specific transactions. The doctrine which has 
emerged from these decisions is that mere intention to make profits from trans- 
actions does not necessarily render these profits taxable provided they are outside 
the scope of the taxpayer’s normal business or occupation. At the same time, 
many isolated transactions, which by American practice would not be considered 
related to the taxpayer’s usual trade or business, have been ruled taxable. 

The distinction between taxable or annual and nontaxable or casual profits has 
been a frequent source of litigation under the British income tax. That even 
more cases have not arisen is due chiefly to the fact that, under the British system, 
the findings of the tax commissioners on questions of fact are, in general, final. 
The British system allows local tax administrators (inspectors) a considerable 
degree of discretion in ruling whether particular transactions (which under Amer- 
ican practice would give rise to capital gain or loss) are or are not taxable. 

In defending tax exemption of casual profits the British reason (a) that security 
speculation is less common in their country than in the United States, (b) that 


heir treatment of wasting assets for income tax purposes is stricter than ours and 

in a sense offsets their leniency toward casual gains, and (c) that with their rela- 
tively heavier death duties somewhat more of untaxed capital accretion is even- 
tually recovered under their system. 

Although the British have consistently adhered to their system of exempting 
casual profits from income tax, they are by no means satisfied with it, and recog- 
nize that it allows a considerable measure of undesirable income tax avoidance. 
The Royal Commission on the Income Tax, sitting in 1920, condemned the 
existing distinction between taxable and nontaxable schedule D income and recom- 
mended that gains arising from all transactions entered into for profit be made 
taxable. This recommendation was not followed, however, because it would be 
administratively impractical to inquire into the intention behind every borderline 


transaction’ 





